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THE 1990 ECONOMIC REPORT OF THE
PRESIDENT

WEDNESDAY, JANUARY 24, 1990

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

Washington, DC
The committee met, pursuant to notice, at 10 a.m., in room 2359,

Rayburn House Office Building, Hon. Lee H. Hamilton (chairman
of the committee) presiding.

Present: Representatives Hamilton, Obey, Snowe, and Upton;
and Senator Mack.

Also present: William Buechner, Chris Frenze, Susan Lepper,
and Chad Stone, professional staff members.

OPENING STATEMENT OF REPRESENTATIVE HAMILTON,
CHAIRMAN

Representative HAMILTON. The Joint Economic Committee will
come to order this morning. The Joint Economic Committee today
begins its review of the economy and economic policy for 1990 and
fiscal year 1991.

Next week, President Bush will present his economic forecast for
this year and next when he transmits the U.S. Government budget
for fiscal year 1991.

Gramm-Rudman-Hollings requires that these economic assump-
tions be used to calculate a budget deficit for sequestration pur-
poses, so they have serious consequences for fiscal policy and
hence, serious consequences for the performance of the economy in
both the short and long term.

The administration's forecast for 1989, which was released in
conjuction with the midsession review of the budget in July, proved
to be quite reasonable, although its long-term forecast for the first
half of the 1990's was highly optimistic.

To help evaluate the economic forecast that President Bush will
issue next week, I am pleased to welcome three distinguished
economists this morning to testify on the economic outlook:

Mr. Lawrence Kudlow, senior managing director and chief econo-
mist, Bear, Stearns & Co., and former chief economist for the
Office of Management and Budget.

Mrs. Nancy Teeters, vice president and chief economist, IBM
Corp., and former member, Federal Reserve Board.

And, Mr. David Wyss, senior vice president and chief financial
economist, DRI/McGraw-Hill.

(1)
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We are very pleased to have each of you here this morning. Your
prepared statements, of course, will be entered into the record in
full.

We'll begin with you, Mr. Kudlow, and just move across.

STATEMENT OF LAWRENCE A. KUDLOW, SENIOR MANAGING DI-
RECTOR AND CHIEF ECONOMIST, BEAR, STEARNS & CO., AND
FORMER CHIEF ECONOMIST, OFFICE OF MANAGEMENT AND
BUDGET
Mr. KUDLOW. Thank you. I will be brief. You've had my prepared

statement, which covers plenty of ground you may or may not
want to go into.

Essentially, my overview is rather optimistic, both with respect
to the next year and also with respect to more general prospects in
the 1990's.

I think overall economic performance in the current cycle, which
started in 1982-started in early 1983-has been really quite good.

The economy has proven to be more resilient, more durable and
more flexible in many respects, more entrepreneurial. And, I dare
say, performance in the last 7 years has surprised a lot of people,
even including some of the strongest backers and advocates, among
whom I count myself.

Nothing is perfect, and I have no doubt that we can always
design a better economic mousetrap to solve various problems
which are ongoing. So I do not make the claim that we have ended
business cycles or we have nothing to concern ourselves or nothing
to fear, because I think we do. And I think we have to remain
watchful and vigilant.

But, on the whole, I have been optimistic. I think the perform-
ance is quite good. And I remain optimistic as far as looking at the
nearer term with respect to the administration's upcoming econom-
ic and budget estimates, of the Congressional Budget Office, and so
forth.

My own view is that, right now, the economy is rather soft.
There's no question in the aftermath of a year or two of rather
tight Federal Reserve policy we are suffering some of the afteref-
fects of that disinflationary effort.

We have gone through soft patches before, most notably in 1985
and 1986, which followed a period of Fed tightness during the cycle.

I cannot in all honesty rule out the possibility of a recession. I
think at the moment we are probably going to record very low eco-
nomic growth in the fourth quarter, a number which is due out
Friday, the first quarter GNP report. It is possible that the first
quarter might similarly be very soft, probably around maybe zero
to plus a half a percent, plus a percent.

And when you get that close, I think honesty would admit that a
swing in one factor or another statistically could give you a minus
number. So I can't rule it out.

But, at the same time, I think, if we do have a recession-and
that is not my forecast, but if we do have one, it will prove to be
rather mild and quite short.



3

I certainly don't think we face economic hardships such as wehad in 1981 or 1982, or 1974 and 1975, which were the worst of thepostwar business cycle downturns.
I say that because I don't see major imbalances in the economywhich might prove to be extremely painful. I don't see a skyrocket-

ing inflation rate.
Indeed, the evidence suggests to me that inflation trends have-moderated and will continue to do so over the next year.
Similarly, although interest rates in the open market bounce

around, I think the trend is toward lower interest rates. And myexpectation is the remainder of 1990 interest rates will over timecontinue decline.
Basically, I think the biggest problem the economy has right nowis a profit squeeze. We are in a bit of a profits recession. This hasbeen unfolding since the very beginning of the year, when so-calledEconomic Profits, published by the Commerce Department on theNational Income and Product Account basis, have been declining.My guess is, when we get the final numbers for the fourth quar-ter, these operating profits for current production will be downsome 15 percent from the end of 1988 to the end of 1989.
I think, largely, the profit squeeze is a function of the Fed's tight-ening of policy, which has slowed down the rate of increase inprices, and now the job for business is to bring their cost structuresinto line with the lower price levels in many cases.
This requires some correcting. As a result, you see industrial pro-duction has slowed considerably, particularly in the last 6 months.The rate of employment growth, which has been quite robust inthis cycle, is now slowing.
Indeed, in the manufacturing and goods producing areas, jobshave actually fallen in the last 4, 5, or 6 months. Inventories arebeing pared down, particularly in the manufacturing sector. Inven-tories were very low in other areas, such as retail and wholesale.Inventories are a bit higher but they are not troublesome; they arenot out of line with the sales figures, possibly excepting the auto-mobile industry, which I think probably has the worst inventorysales story.
But I think, in a broader sense, if we look at inventories with re-spect to past economic downturns, we simply don't have the ex-cesses here that might lead us to a severe correction and a moreprolonged recession.
This is one of the reasons, this relative inventory balance, that Idon't fret over any really serious economic damage.
Last, we have not had a real, what I would call an old-fashioned

credit crunch, even though monetary policy has tightened. Creditgenerally has been available. We've not had the kind of disinterme-diation which has sometimes characterized past cycles.
Some of this, of course, is a function of congressional reformswith respect to deregulation. And, by and large, although certainparts of the corporate sector in my judgment are unbalanced, cer-tain parts of the corporate sector have too much debt for their owngood, on the whole, looking at the aggregate economy, I do notthink we have a serious debt imbalance on the whole.
And what I find in my own experience coming from Wall Streetis that with respect to credit provisions, lenders do have liquidity
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but they are parceling out their credits in a very careful, credit-
conscious way.

What we call collateral asset quality has become one of the

major financial market themes in the latter part of 1989, and it is

a theme which I think will predominate in the early 1990's. Banks

and other lenders are putting a much sharper pencil to the balance
sheet of P&L-type analysis.

So there is a form of credit rationing, but it is different than an

old-fashioned credit liquidity type credit crunch.
So I distinguish this from other cycles.
Let me add that on the consumer side, the good news is that the

key measure of real disposable income, which is to say income ad-

usted for inflation on an aftertax basis, which is the key measure

for economic analysis, real disposable income continues to rise at

an excellent pace running well into its 3 to 4 percent average
annual growth rate.

And this is a good sign and it reflects the overall strength of the

economy, and it does not suggest that we are headed for a pro-

longed downturn or particularly difficult times.
It also so happens that the disposition of this real disposable

income has shifted in the last year or two. There's no question now

that, on the margin, consumer propensities to save are rising and

consumer spending propensities are declining, and this seems to be

a classic market choice on the part of the consumer sector, reflect-
ing a number of factors.

I think this is a welcome choice on the part of consumers. It is a

voluntary decision. It is already helping to correct their balance
sheets with respect to lending and repaying. And I think, on the
whole, even though this swing from spending to saving will actual-
ly show up as a negative in the GNP accounts, it's going to depress
personal consumption in the fourth quarter quite a bit actually,
and will probably cause us to flirt with recession because of that.

It has good, long-term effects; a pickup in consumer saving is, in
my judgment, generally a good thing. And I might note that per-

sonal saving as measured by the Commerce Department has shown
a substantial increase in the past four or five quarters.

So that for the first time in a long while beginning in early 1989,

personal saving is now running ahead of the Federal budget deficit.
And, therefore, that's a pretty good move toward a more balanced
saving position.

So this is one of those odd issues in that even though we are get-
ting more saving out of consumers, it's being done on a voluntary
basis. It has positive, longer term effects, in my judgment. It will,
nonetheless, paradoxically show up as a negative for the economy.
It's going to depress GNP and that crucial category of personal con-

sumption expenditures is going to be very weak in the fourth quar-
ter. It might even be negative, which is quite unusual for consump-
tion.

But, again, with respect to inventories, with respect to invest-
ment, inflation, interest rates and the like, I, myself, think if we do

have a recession, it will be very-mild and it may be discernible
more to statisticians and economists than to the general public at
large.
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And I note that the unemployment rate at 5.3 percent still is
quite low. And although we may have some modest upward move-
ment in unemployment, I do not expect a serious problem there.

So, on the whole, I think the next quarter or two can be a little
dicey from a statistical standpoint, but I don't see it as a disaster. I
think some good corrections are occurring underneath these num-
bers.

My judgment is it is possible to get as much as 2 percent real
GNP growth from the fourth quarter of 1989 to the fourth quarter
of 1990. It may come in a little lower than that, but I think that is
possible.

How that stacks up, Mr. Chairman, with the OMB forecast, I
don't know. I've read some interesting things in the paper. Once in
a while, one of those fellows talks to me and I think I might be a
little under their growth rate, which I think is going to be closer to
2.5 percent or so. But these are differences which are not worth
major quarrels.

And as I like to do from time to time, I commend the Office of
Management and Budget because its forecast last year was rather
closer to the track than many people thought.

A last point. Looking forward in.the 1990's from a policy stand-
point, I have a lot of views about a lot of issues. And maybe we can
visit them in the course of your process this morning. Let me note
two points which stand out in my judgment.

No. 1, I hope that we maintain the improved incentive structure
which was established.by various administrations and Congresses
in the last 10 to 12 years.

By that, I mean the reduction in marginal tax rates. The general
course of economic deregulation, the general restraint on Federal
spending-none of this is perfect. Some of this is quite controver-
sial. But, my own judgment is this policy shift has served the coun-
try and the economy very well. And I think, in particular, the im-
proved reward structure with respect to working and investment
has really helped create a more vigorous, more efficient work force
and more efficient, more economical business structure.

And I think, frankly, the supply-side reforms have done very
well, even though they're not perfect. And I think reasonable
people can disagree about specific issues, but on the whole, I at-
tribute the unexpectedly good and durable economic performance
over the last 7, or almost 8 years in large part to the change in our
tax and regulatory and fiscal policies.

And I think it's not surprising that many countries around the
world-in West Europe and South America, the Pacific Basin, now
in Eastern Europe-are borrowing and replicating the thrust of
these policies. Imitation is the sincerest form of flattery. And I
think we should take this flattery and work on it and try in the
1990's to move ahead by using the best parts of this policy and ex-
panding on them, while at the same time dealing with some of the
less good parts in the reform sense.

I've never painted a perfect picture. It is true I am an alumnus
of Reagan's first term. It is true I was there at the beginning of
those policies, working with Members of Congress. And it is true
I've been an advocate of it all down through the years.
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It's also true that I see it for what it is. There are a lot of pluses,
but there are also some minuses.

My feeling is, however, in the main, we are on the right track
and we ought to stay on that track.

Incentives really do matter and I think the entire economics pro-
fession has really changed its view with regard to tax policy, incen-
tivization, aftertax rewards and the benefits thereof, I think there's
been a major shift in mainstream economic thinking on all of these
points. And I think that's to the good.

Finally, our monetary policy, which plays a big role in all this.
On the whole, I don't have any particular quibble with monetary
policy right now. And, on the whole, I think the lower inflation
performance of the 1980's speaks for itself. It was a big plus.

When I was a private sector economist in the late seventies, it
looked like the world was in fact going to hell in a handbag, unless
we conquered inflation. And, we did. There was some pain.

I hope that pain serves as a lesson that we need not reinflate or
experiment with reinflation ever again.

But, the fact is that the United States and all the Western coun-
tries-Europe, Japan, the United States-showed it had more disci-
pline and more moral and political willpower on the inflation ques-
tion that a lot of the skeptics thought.

And I think, along with the incentivizing of fiscal policy, the low
inflation monetary policy has been a crucial ingredient in the im-
proved economic performance.

Looking ahead in the 1990's, I hope that the Congress and the
White House encourages the Fed to maintain its strategy of long-
term price stability and zero or near zero inflation.

I think this is exactly the right strategy.
I think it would behoove the Congress to examine the Fed's ways

and means in implementing the strategy. We are all taxpayers and
citizens. Therefore, we are entitled to our monetary views.

I hold no agreement with those who say you should never criti-
cize the Fed. I think they're human just like we are. A good mone-
tary discussion is a good thing for the country, and no Fed Gover-
nor, even the most enlightened, will always get the story right.

And I would like to see the Fed stay just on this track. And I will
close this point with the hope that we can pick it up later.

Controlling the money supply, although that is itself not perfect,
nonetheless, is one of the key levers the Fed has. And I think that's
appropriate to keep good control of the money supply.

And, second, complimenting the monetary view, I, myself, wish
to publicly endorse the view of some of the Governors of the Fed,
the present Governors, who have made greater use of financial
markets and market prices to tell them whether the markets are
lowering their inflation expectations or raising their inflation ex-
pectations.

To me, inflation is a function of money supply and money
demand. I don't think the monetarists have it completely right. It's
not just the money supply; money demand is very important.
That's a function of many, many business and investment deci-
sions.

But, ultimately, it's a function of confidence and psychology,
whether people believe inflation is going up or down. And they
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change their plans accordingly; because I think markets possess
more information than even the brightest government official, I
think it's completely right for the Fed to take a look at bonds and
commodities, at gold, at currencies and other market indicators to
tell them whether their policy is inflating or deflating, or whether
it's just about right.

T thinrL wabt awe are -cc - za v-- y in telligent, Lnurger of mone-
tary thinking where the Fed is no longer rigidly, dogmatically mon-
etarist, nor will the Fed ignore money supply. And the Fed is
bringing in the commodity picture, which has a large role in classi-
cal economic theory and which has been a great help in past
years-most particularly, the fifties and sixties when we were oper-
ating under Bretton Woods.

So I want to encourage those monetary reforms to move ahead.
I also want to encourage us to stay on the incentivizing fiscal

track with respect to tax and regulatory policies. And I think, if we
can keep these policies up in general terms, the outlook for the
U.S. economy in the 1990's is going to be an excellent outlook.

And, indeed, my optimism stretches beyond our borders because
I see many other nations and large trading blocks moving along
the same path. And I think the potential for this coming decade is
virtually unprecedented.

Thank you.
[The prepared statement of Mr. Kudlow follows:]
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PREPARED STATEMENT OF LAWRENCE A. KUDLOW

Following the 1988-1989 period of disinflationary Fed restraint, there's no question that the economy

has slowed substantially. The fourth quarter of 1989 will be just about flat. However, while there is a

risk of recession, the overall trend still looks more like slow growth than outright recession.

There is an important difference between the two. Certainly the current weakness is not likely to

turn into deep recession such as in 1974-1975 or 1981-1982. Even if real GNP were to decline for

two consecutive quarters, it would be a very mild recession, probably discernible only to statisticians

and economists. More likely, the current weakness will give way to improved economic growth over

the course of 1990. Real after-tax income levels and living standards are rising at excellent rates;

capital gains and wealth creation continue to accumulate nicely; the housing sector is showing some

improvement after a sizable drop in mortgage rates; commodity prices are holding a relatively high

level; consumer confidence remains quite high; certain leading indicators of business investment are

solid; Christmas spending turned out better than expected; inventory levels are low and balanced;

inflation and interest rates are trending gradually lower; exports are strong; and the profits squeeze

may be ending.

When the adjustment is completed, business will be leaner, more balanced and more competitive,

while both consumers and businesses will retain their new found caution over debt and leverage.

Incentivizing economic policies in the 1980's have rejuvenated prospects for business enterprise and

economic growth. Policies in the 1990's are likely to continue this thrust.

Therefore, I approach the new year with a sense of optimism. I will leave the Cassandra-like

forecasts to others. While the economy could stumble in the next few months, it could also display

the same sort of resilience, flexibility, diversity and entrepreneurship which has been its principal

characteristic for nearly a decade. While the long expansion could be coming to a momentary pause,
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it also could be gearing up for the next round of growth which could extend the cycle to 10 or 15

years. Given a choice. I continue to favor prospects for the growth scenario.

Highlights

1 ) Proflis are always the heart of business conditions. Although the post-disinflationary squeeze

on profit margins has been the key source of economic weakness, profits are still holding a relatively

high level. Importantly, there is no recurring price deflation, and diminished cost pressures should

soon accrue from lower interest rates. moderate wages, steady raw material prices and improving

productivity.

2) Inventories are generally low and well balanced with sales. Computerized inventory controls

and intense price sensitivity have.prevented major imbalances from occurring. Unlike prior cycles,

inventory swings in the 1982-89 expansion have been relatively mild.

3) Housing is stabilizing and perhaps turning up a bit. Lumber and plywood prices are firm, a

good leading indicator. Nationwide, median home prices continue to hold the high ground.

Accumulated capital gains from this sector are a source of household comfort. Sensationalized news

reports of pervasive deflation and bankruptcy -drawn from isolated sources -are completely false.

4) Retail Saks outside of autos are rising moderately; Christmas exceeded expectations; real

after-tax income still is plentiful. Since 1986, consumer spending has been adjusting to the tax reform

shock of nondeductible borrowing expense. But the adjustment has been reasonably smooth.

5) Autos are probably bottoming as the correctives for rebates, production and inventories are

running their course. Apart from last year's interest rate surge, most of this industry's problems can
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be traced to mismanaged pricing, production and inventory strategies, not the macroeconomy (or

imports).

6) The survey of purchasing agents, which is probably the best economic indicator, indicate a

bottoming pattern of slow growth. The production and new orders components are both above 50%.

7) Manufactuing employment, industrial production and unemployment insurance claims look

weak, and must be watched closely. These are the weakest part of the story, reflecting the squeeze

on profits. However, nondefense capital spending indicators are still pointing upward, and at 53%,

overall unemployment is low.

8) Inflation is trending gradually lower, as are interest rates. No major shock from these factors,

such as in the early 'Eighties, has occurred. In the absence of Fed blunders, both inflation and

interest rates can gradually decline over the next year.

9) Debt ratios show a steadily declining trend in nearly all areas. American households and

businesses are gradually deleveraging. Internationally, U.S. businesses are less leveraged than those

in Germany or Japan.

10) Federal budget defidibs are likely to gradually evaporate in the 1990's, owing to a combination

of Grambo spending restraint, military baseline reductions, Social Security surpluses, lower interest

expense and steady economic-based revenue expansion.

11) Trade deficits should also descend in the years ahead, maintaining the progress of the late

'Eighties. With enlarged business-export markets opening up in Eastern Europe and Latin America,
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cost conscious U.S. industry is increasingly competitive and well positioned to post surpluses by the

second half of the new decade.

12) Monauypolicy already has turned sufficiently stimulative to supply adequate liquidity.

Hopefully from hcrc. the Fed will keep a careful eye on gold, broad commodity indexes and the

dollar exchange rate to guide policy and to insure stable monetary value, low inflation and low

interest rates in the period ahead. Monetary policy is the key to price stability, not GNP pump-

priming.

1982-89 Recovery Cycle

To assess the 1990's in economic and policy terms, it is instructive to review the current expansion,

which has now run for 7 years. Contrary to a continuous chorus of pessimism, economic policies put

into place in the early 1980's generated an expansion which turned out to be far longer and much

better balanced than initially predicted by economic forecasters in or outside government.

In particular, the controversial supply-side program of significant marginal tax-rate reduction on

income derived from individuals, corporations and capital has proved to be a major success in

rejuvenating economic growth. In the 1970's, a combination of rising inflation and high marginal tax-

rates discouraged individuals from working, saving and investing, and thus created the dilemma of

stagfation.

In the 1980's, however, reduced tax-rates helped to restore economic incentives and efficiency,

thereby providing a booster rocket to the economy. By restoring behavioral incentives in response to

a higher after-tax return on work effort and business output, a flood of entrepreneurs took risks to

form new businesses and create new jobs. This is why new businesses were formed at a 664,000
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record yearly rate, while the labor force participation rate soared to a record 66.8% and 18.8 million

new private jobs were created.

The supply-side, classical economic policy revival represents a return to microeconomic principles,

where price theory explains individual behavior. If the price of leisure and the return of work are

raised, then individuals on the margin choose work over leisure. If the after-tax return on investment

is'aised, then the capital cost of financing business is reduced and investment flourishes . These are

key reasons behind the rise of stock market prices, where the broad Dow-Jones index rose from

around 800 to nearly 2700 over 7 years, creating an estimated $2 trillion of new wealth to bolster the

economy and the value of its productive resources. Indeed, including stocks, bonds and real estate,

net asset values rose by more then $5 trillion, an increase of roughly 50%.

What's more, contrary to numerous predictions in the early 1980's, large scale tax-rate reduction did

not generate more rapid inflation. With the Federal Reserve pursuing a relatively tight monetary

policy, consumer price inflation averaged only 3.6% per year, compared to 8.5% in the prior 1975-80

expansion cycle. In qualitative terms, less money chasing more goods led to lower inflation and

interest rates. In other words, the unorthodox monetary-fiscal policy mix of tight money and lower

tax-rates turned the declining 1970's economy of stagflation into the rising 1980's economy of

broadbased wealth creation.

Additional roliev-related issues from the 1980's:

o Lower tax-rates did not launch an excessive consumer boom. Real consumer spending

expanded at a 3.7% annual rate during the 1982-87 cycle, the same as the 1975-80 expansion and

lower than the 4.4% rate of the 1961-69 cycle.
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o Real business investment spending expanded at a strong 5.7% average yearly rate in the

'Eighties, although this was somewhat slower than the 6.9% and 6.6% growth rate of the prior two

expansions.

o However, adjusting for better inventory control and lower energy prices, real business

equipment spending in the 'Eighties grew at 9.1% rate, compared to 7.4% and 8.4% in the prior two

expansions.

o Only in the narrowest sense has saving declined in the 1980's. That is, while the personal

saving rate has fallen to a 4.7% average rate from 7.4% in the 1970's and 6.8% in the 1960's, broader

saving measures have held steady. When gross durables in consumption and capital gains (less

liabilities) are included, the gross personal saving rate and the net asset saving rate have been steady

for 30 years. hovering around 22% for the former and 12 I/2% for the latter.

o As a share of GNP, U.S. Federal debt remains historically modest. At 41% currently, we are

higher than the 25% of the early 1970's, but much lower than the 127% peak after WWHI. Presently

national income is growing faster than debt, and this will bring the ratio down in the 1990's.

o In an international context, the combined U.S. debt position (Federal. State and local) is not

out of line with the G-7 countries. At 52% of GNP, the U.S. compares favorably with 76% in Japan.

84% in Canada and 44% in W. Germany.

o As for corporate debt. G-3 comparisons also show that the U.S. is not overburdened. As a

share of GNP, U.S. corporate debt is 53%, Germany's is 60% and Japan's is 189%. On a debt/equity

basis, the U.S. stands at 68%. while Germany is 149% and Japan is 422%.

'1
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o On borrowing from foreigners, the proportion of the U.S. national debt held by foreigners

has dropped from 22% in the mid 1970's to 15% currently. W. Germany has 21% of its debt held by

foreigners, while Canada has about 15%.

o As for the so-called twin budget and trade deficits, the analytical linkage is highly suspect. To

be sure, the U.S. is running historically high budget and trade deficits. But are they related? The UK

is running a record budget surplus and a record trade deficit simultaneously. Germany has a budget

deficit and a trade surplus.

Taking a longer view of the trade issue, I continue to believe that the U.S. trade deficit is essentially

capital driven, a sign of strength rather than weakness. Indeed, the trade deficit is one of our most

overrated problems. With low tax rates, low inflation, low interest rates and more of a hands-off

government attitude, global capital and savings voluntarily flowed to the best investment

environment in the world. The massive amount of foreign money voluntarily moving into our

economy has created a higher standard of living and a surge in U.S. demand, both for domestic goods

and imported foreign goods.

Critics argue that we have squandered this capital, mainly because we have not invested in traditional

bricks and mortar, factories and steel mills. But the foreign capital has been wisely invested in the hi-

tech, computer-automation, robotics, telecommunications and information revolution areas, raising

U.S. productivity and competitiveness at low cost. Using deregulated financial markets, linked

worldwide, U.S. business has been completely restructured, recapitalized and streamlined in the

1980's.

Sophisticated investment strategies employidg mergers, acquisitions, take-overs, leveraged buy-outs

and so forth have created a whole new class of owner-managers to replace discredited bureaucrat-
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managers and improve products and profitability. Suddenly, as the dust clcars, newly competitive

American exports are booming and newly redirected American companies are in great demand

worldwide. The resultant surge of exports may carry the U.S. economy forward for many years to

come. In the 1980's, the U.S. export share of GNP rose to a record 11.6% average.

Finally, on the budget, despite the usual chorus of doom and gloom, a number of favorable trends are

developing.

o Federal outlays as a share of GNP, which is the truest measure of the government's overall

tax burden, have dropped from 26% in 1982 to 22.4% currently. This is largely a function of Gramm-

Rudman spending restraint which, for all its imperfections, has served to discipline spending. 35

years ago, the budget share of GNP stood at 17%.

o Meanwhile, Federal revenues are holding at around 19.5% of GNP, which is actually a bit

higher than average over the past 20 years.

o During the current economic recovery, budget revenues have exceeded the growth of

national income in both real and nominal terms. This occurred despite significant tax-rate reduction

for individuals and businesses. Indeed, the strength of revenues over the past seven years may well

have occurred because of lower tax-rates, which completely reinvigorated economic growth by

creating enlarged after-tax rewards and incentives for work effort and individual initiative.

o What is particularly interesting during the recovery cycle is the divergence of average tax-

rates and marginal tax-rates. While marginal rates declined from 70% to 28-33% for individuals, and

from 46% to 34% for corporations, the average rate has increased from 19% to 20% as a share of

GNP. This is a forgotten lesson of classicafeconomics. Low marginal tax-rates are necessary for
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improved economic incentives, efficiency and growth. But higher average tax-rates are desirable to

finance the budget, reduce deficits and, over time, to generate surpluses and pay down outstanding

debt. In fact, it theoretically can be argued that the growth-producing effects of low marginal tax-

rates generate the deficit-reducing effect of higher average tax-rates.

No one can deny that the build-up of deficits and debt in the 1980's has had a cost. Undoubtedly, the

economy has not reached its fullest potential, in part because the government continues to spend and

borrow too much. But there are also benefits associated with the rise in debt:

o The rapid disinflation of the early 1980's, when nominal GNP growth dropped from 12% to

4%, and the CPI fell from 13% to 4%, caused a huge loss of income and receipts. But low inflation

and declining interest rates created the foundation for long-term economic growth.

o Lower tax-rates in the short-run caused the deficit to rise, but the restoration of proper

incentives and rewards has revitalized the economy and is now generating a surge of tax revenues.

Importantly, new academic studies show that by reducing the top income tax-rates, the wealthiest

taxpayers substantially increased tax payments.

o Higher defense spending also temporarily raised the deficit, but a stronger U.S. national

security position restored balance with the Soviet Union. Now from a position of strength, prospects

for mutual arms reduction have improved, regional conflicts are moderating and the cause of

democratic capitalism is on the rise worldwide.

o Politically, budget deficits have frustrated Congressional spending expansion. High deficits

led to the passage of Gramm-Rudman, and a new fiscal era of spending control is taking shape.
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No one wanted high deficits in the early 1980's. No one correctly projected a sharp disinflation and a

deep recession. Not president Reagan, not the CBO, not private forecasters. But it happened. But

if high deficits were the price we paid in the transition from stagflation to long-term growth, then so

be iL There are henefits to this story, alnn with she emss. Ir economic noliev stavs on the right

track, then the temporary costs will be more than offset by permanent benefits. (See attached

appendix)

Policy for the 1990's

In terms of economic policy recommendations, I see no reason for any major changes to the basic

direction set in the 1980's. The combination of disinflation, reduced tax-rates, deregulation and

budget restraint has worked well. Indeed, in economic performance terms, it has probably worked

even better than many of its advocates dared hope. Precisely because U.S. economic performance

has continually exceeded expectations. the free-market supply side model has been replicated in

Western Europe, Canada, Britain. the Pacific Rim, South America, and now in Eastern Europe.

Imitation is the sincerest form of flattery.

In broad macroeconomic terms. I suggest attention to four areas.

I) Monetary Policy

The Federal Reserve should be encouraged to maintain its strategic goal of price stability and zero

inflation. Having brought inflation down from above 10% to around 4%, we have a unique

opportunity to eliminate inflation in the 1990's.

Fed policy should keep its eye on this long-term objective. Short-run efforts to fine-tune GNP

should be avoided. Instead, the Fed should seek price stability through strict control of the monetary

base, which is the only money supply measure under direct Fed control.
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At the same time, the Fed should keep a careful eye on inflation-sensitive market indicators such as

gold, bonds, broad commodity indexes and currencies. These indicators will guide policymakers

toward the proper balance between money supply and money demand. This balance is necessary to

maintain steady monetary value, which translates to zero inflation over time.

As a rough approximation, a gold price ranging between S350-S400. and monetary base growth

between 2% and 4% seems consistent with price stability. If this course is followed, then interest

rates in the next few years can descend to something around 3%-5%, as was the case in the 1960's.

Internationally, G-7 efforts should be directed toward the same principles of monetary scarcity

anchored by gold and commodities. An international commodity anchor will generate currency

stability accompanied by converging inflation and interest rates.

2) Tax Poli

International competitiveness can be enhanced by bringing down the U.S. capital gains tax-rate.

Gemany has no capital gains tax, while Japan's is 1% to 5%. If the U.S. wishes to improve saving and

investment, tax-rates on saving and investment must be reduced. Investors will take risks if the after-

tax returns are sufficiently rewarding. The U.S. has done a good job on personal tax-rates, but

corporate and capital tax-rates are still too high.

Additionally, to remedy debt-equity imbalances in parts of the corporate sector, the double taxation

of corporate dividends should be eliminated. Debt-related interest expenses should be equalized

with equity-related dividend expense. This too will improve international competitiveness.

Considerable thought should also be given to reducing the growing payroll tax burden, which itself is

a barrier to saving. FICA tax relief should be designed to complement budget restraint and deficit
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reduction. Reform on the benefit side should also be addressed, particularly with respect to

maximizing benefit rates of return through investment in private non-Treasury vehicles such as

stocks, corporate bonds, mutual funds and so forth.

3) Budget Pofigy

Continued spending restraint through an improved Gramm-Rudman mechanism is the key. Gramm-

Rudman h'as worked to limit spending growth. G-R-H can be improved by tighter intra-year

guidelines, such as most states and cities have.

Additionally, Congressional reform to centralize and limit the authorizing and appropriating

committees would greatly assist G-R-H. Moreover, recission and deferral rules should be amended

to force public votes on items sent back by the President.

4) Trade Policy

Protectionism should be opposed in any form. So should currency devaluation as a form of monetary

protectionism. If these policies worked, then Argentina would be the center of the world economy.

Market-opening free trade agreements, such as the Canada-U.S. FrA, are a more constructive

approach to existing trade barriers or inequities. Bi-lateral trade measures can occur within the

overall context of the multi-lateral GATT.
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CCOPARISON OF CYCLICAL EXPANSIONS: 1960's. 1970's £ 1980's

1961-69 EXPANSION

TOTAL ANN. AVG.

CROSS NATIONAL PRODUCT 45.0% 4.3%

INDUSTRIAL PRODUCTION 75.3% 6.6%

TOTAL PAYROLL EMPLOYMENT 32.8% 3.3%

PRIVATE PAYROLL EMPLOYMENT 30.4X 3.1%

REAL COASUMER SPENDING 45.8% 4.4%

REAL BUS. FIXED INVESTMENT 74.6% 6.6%

REAL EQUIPMENT INVESTMENT 103.1% 8.4%

REAL HOUSING INVESTAENT 19.2% 2.0%

REAL EXPORTS 69.7X 6.2%

REAL IMPORTS 111.3% 8.9%

REAL GOVT. PURCHASES 39.5% 3.9%

REAL FEDERAL GOVT PURCHASES 27.61 2.8%

MEMO: SHARES OF GAP

CONSUMER SPENDING 59.4%

SUSINESS FIXED INVEST. 10.3%

EQUIPMENT INVESTMENT 5.7%

HOUSINS 5.3%

EXPORTS (AVERAGE) 6.3%

IMPORTS 6.8%

GOVT PURCHASES 24.5%

FEDERAL PURCHASES 12.9%

REAL DISP. INCOME

GROSS PERS. SAVING RATE

NET ASSET SAVING RATE

CCMMERCE SAVING RATE

48.1% 4.6%

22.61

(AVERAGE) 12.2%
i 6.8%

CPI 25.8% 2.7%

NON-FARM UNIT LABOR COSTS 25.5% 2.6%

MANUFACTURING UNIT LABOR COST 13.6% 1.5%

MANUFACTURING PRODUCTIVITY 32.7% 3.3%

MANUFACTURING GNP SHARE (AVERAGE) -4 21.4%

PARTICITPATION RATE

SLACK EMPLOYMENT

ISPANIC EMPLOYMENT

. (AVERAGE) I 59.8%

NA

NA

1975-80 EXPANSION

TOTAL ANN. AVG.

SOMRCE: REAR STEARNS, COMMERCE DEPT.. FEDERAL RESERVE & LABOR DEPT.

i982-89 EXPANSICN

TOTAL ANN. AVG.

22.4%

33.5%

18.4%

20.1%

20.2%

39.3%

42.7%

4 .9%

53.4%

46.5%

7.0%

7.5%

31.9%

41.5%

23.3%

25.6%

29.1%

47.2%

83.8%

58.0%

77.7%

101.7%

22.9%

17.2%

4.0%

S.1%

3.0%

3.3%
3.7%
5.7%
9.1%

6.7%

8.6%

10.5%

3 .0%

2.3%

4.1%

5.9%

3.4%

3.7%

3.7%

6.9%

7.4%

7.7%

8.9%

7.9%
1.4%

1.5%

63.3%

11.2%

7.3%

5.2%

10.1%

10.4%

20.0%

7.8%

65.0%

12.0%

8.4%

4.8%

11 .6%

13.7%

19.9%

8.6%

29.0% 3. 7%

22.3%

12.6%

4.7%

28.5% 3.6%

19.0% 2.5%

*1.9% -0.3%

30.8% 3.9%

21.5%

65.5%

30.3% 3.9%

49.6% 5.9%

18.8% 3.5%

24.1%

*2.7%
7.4%

50.3% 8.5%

44.0% 7.6%

36.0% 6.3%

13.0% 2.5%

21.2%

62.8%

19.2% 3.6%

50.2% 8.5%
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CIVILIAN EMPLOYMENT POPULATION RATIO
QUARTERLY LEVEL. S.A.
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GRAAM-RUDMAN-GORBACHEV

G-R-G is now the driving force behind U.S. budget policv. It is a policy driven by the
Gramm-Rudman-HollingsdeficittargetsIS100binFY 1990;564bin 1991:; S23bin i992;
and budget balance in 199 3) and by the prospect of sizable conventional force reductions
in response to improved relations with the Soviet Union and far-reaching political and
economic reforms in the Soviet East Bloc countries.

It's a policy that comes none too soon for the Bush Administration. Since the President isproperly keeping to his no-tax pledge in order to maintain the incentives necessary for
continued economic efficiency and growth. political logic points to defense as the onlY
remaining realistic categors capable of generating sizable budget savings.

This is especially the case since the Administration chose not to enforce a permanent
Grambo sequester in FY 1990. an action which would have generated S i 0 billion in real
nondefense spending restraint this year, about S18 billion in 1991 and esen larger savings
in the out years. Looking at these numbers, the recent flip-flop on this is discouraging.
What's more. sizable reductions in entitlements are not likely. Although OMB is cooking
up a major Medicare reform proposal which would slow spending by S9 billion in 1991,
the reality is that a heavily Democratic Congress svill not permit radical surgery in health
care.

Hence the significance of the Gorbachev-East Europe phenomenon. All year sve have
believed that Bush's unspoken budget agenda included large reductions in defense. Now
the fading of the Cold War provides a very handy rationale. As NATO shifts its primary
focus from military enforcement to political coordination (and perhaps arms treaty
verification, according to Secretary of State Baker), defense budgets on both sides of the
Iron Curtain will shrink substantially.

...... .
c� , __ - .:. -::,:= .... ..- '. :=. p-= . - ... .... .. _ .. -_I..".. C ..'. .,;
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First blood svas drawn last sweek. wshen the President set his defense mark for 1991 at
S292 billion. This, bv the Swav, represents a S22 billion reduction from President Reagan's
1991 estimate of S 314 billion put forth last januarv. and a S17 billion drop from Bush's
S309 billion February budget revision. Of course, Bush's S3 billion defense cut of last
ssinter occurred ssell before anx one in Washington eser dreamed ot freedom and democ-

racy behind the Iron Curtain.

Going foreyard. sse assume that defense spending swill be reduced by S I, billion from the
current sersices baseline in each of the next several vears. Indeed, this may turn out to be
a cautious estimate. Because the 1 991 Grambo deficit target is S64 billion. sith a SI 0 bil-
lion error factor, a serv difficult S40 billion in deficit savings will be required. More than
likely, Congress wsill again ssait until the end of calender 1990 before completing action.
Undoubtedly they %s ill hope for a final agreement in the Vienna conventional force reduc-
tion talks, sw hich may pros ide additional les erage for deeper defense cuts in 1 99 1 and the
outyears.

Since the nesw Presidential baseline for 1991 is not vet available, sve take the CMB Jul\
Mid-Session Reviesw as the basis of comparison between prior defense budget policy and
the new Gramm-Rudman-Gorbachev projections. Again. sve assume Bush's mark of S292
billion for 1 99 1, and then a series of S I, billion annual reductions svhich wse expect for
each yearlv budget thereafter.

Defense Spending

'90 '91 '92 '93 '94
July \Mid-Session 296 308 318 329 341
G-R-G Policy Curs - 16 - 31 -46 -61
Ness Policy Baseline 296 292 287 283 230

By 1994, the annual decline in defense spending is S61 billion from the July O.\IB
baseline. In nominal terms, the projected S280 billion level would be a S24 billion reduc-
tion from the S 304 billion level actually reached in 1989. In inflation adjusted real terms.
this ssould represent a 20% decline, bringing it down to the level of 1983. As a share of
GNP, nominal defense spending would drop to 3.8% in 1994 from a peak of 6.7% in
1986.

Of course, this sort of defense restraint swill radically alter the budget outlook in the
1990's. Indeed, using conservative estimates, our projections show a S33 billion surplus at
the completion of FY 1994, rather than the S 128 billion deficit estimated by the Congres-
sional Budget Office last August.
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Projected Budget Totals

'90 '9 1 '92 '9 1 '94
G-R-G Defense L 206 292 237 233 230
Nondetense ex. Interest : 707 746 7S7 3 30 3 76
Interest Expense L 173 13 I 1 3 1 15 3 1 33

T::!O -!: e ! !qIi l |15 ' ;; |3f 1

TotalResenues ±' 1071 1133 1207 12S7 1372
Deficit - 10 -SI - 8 -? 33

L Cr-nr-Rudman-Corhbahes iiense budget assumes SI ; billion in annual reductions mm the current
.-rices ,elhne esimatedb hOiB0n10ul i 0 Mid-SessonReRieis.

\,lumes S i'tgroisth r-m 1000to 004 i.hicth marches the aierageacrual groish trom I9; O 0i59.

Spiat the ditterence bet.een OMB and Cao mid-ear 1910 interest rare assumptions
i-month bdilre n.9 60 1.7 5.; 5.2

D0-ira bond .eld .. 7.; n.9 6.7 b.n

: CBO current retvices reirnue baseline. which does not adiust 1orn' capital gains tax reduction.

This new set of deficit estimates for the period 1991-94 could turn out to be even lower if
there is anv serious policv restraint in the nondefense category, which by 1994 is proj-
ected to be 6;/% lexcluding interest) of total outlays. What we cannot vet calculate is the
long-term effect of the partial Gramm-Rudman sequester put in place in the current fiscal
year 1990. This svill have the effect of lowering both the defense and nondefense
baselines. These numbers "ill become available when the Presidents nesw budget is pub-
lished in late Januarv.

Some are fearful that the so-called "peace disidend' will be dissipated on social programs
and the like. But this is unlikelv. First, the actual deficit is still very large, and very fewv
people swill actually believe the Gramm-Rudman-Gorbachev forecast published above.
Indeed. the v et- presence of the large deficit in the 1 980's has helped to curb the growth
rate of overall Federal spending.

Second, the Gramm-Rudman-Hollings deficit targets and across-the-board sequestration
threat have been and wvill continue to be a reasonably effective discipline on the budget,
es en ss ith their many imperfections. While our G-R-G deficit forecast declines rapidly, so
do the G-R-H deficit targets. Hence there vill never really be a "peace dividend.' at least
not for the next four or five years.

But there swill be substantially lower deficits, and a vastly improved fiscal position in the
U.S. This enhanced fiscal position improves the outlook for capital gains tax relief (svhich
ssill generate higher revenues) and for relief on the double taxation of corporate income.
Both of these reforms could increase U.S. saving and investment in the 1

9 9
0's. And of

course the elimination of the budget deficit through spending restraint will also increase
national savings sshile at the same time it will reduce the government claim on the
national resources.
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Representative HAMILTON. Thank you very much, Mr. Kudlow.
Mrs. Teeters, please proceed.

STATEMENT OF NANCY H. TEETERS, VICE PRESIDENT AND
CHIEF ECONOMIST, IBM CORP., AND FORMER MEMBER, FEDER-
AL RESERVE BOARD
Mrs. TEETERS. We appreciate the invitation to appear before the

Joint Economic Committee and discuss our forecast for the coming
year. Before covering our forecast for the United States, I would
like to share with you the forecasts of our economists in various
countries in the world.

On a worldwide basis, we expect economic activity to be some-
what slower in 1990 than in 1989. The rather remarkable burst of
economic activity in 1988 following the stock market crash has de-
clined, we estimate, to just over 3 percent in 1989. And we expect a
modest further decline in 1990.

The United Kingdom, Canada, Denmark, and Australia are all
growing below the worldwide averages. If you look at the table
closely in the prepared statement, you can see we have a rather
remarkable rate of growth for Latin America in 1991.

That assumes that there is some form of political reform in the
major countries in Latin America. In our opinion, the worldwide
economic environment continues to look favorable. The tapering off
in growth has been the result of monetary policy restraint among
the G-7 countries, and the more modest 3 percent growth that has
resulted appears to be sustainable without inflation.

The most important source of worldwide growth has been the in-
crease in international trade. World export growth is running
twice as fast as GNP both in real and nominal terms. However,
trade imbalances are showing only slight improvements as yet.

In addition, there has been a worldwide capital boom. Underly-
ing our forecast is the assumption of very little further change in
the trade-weighted value of the dollar. Of all the assumptions un-
derlying the forecasts, this is the most tenuous.

In recent years, a forecast of moderate changes has been more
accurate as the monitoring of the international values of the cur-
rencies by the G-7 countries has introduced increased stability.

Turning now to our forecast for the United States, we are expect-
ing real growth of about 2.5 percent in both 1990 and 1991. We are
in the upper reaches of the Blue Chip forecasters range.

One of the reasons we are somewhat more optimistic than the
average is that we and most others have rather consistently under-
estimated the strength of the U.S. economy.

The incoming data for the fourth quarter of 1989, as Mr. Kudlow
says, is still incomplete. But it indicates that the economic growth
in that period was really quite weak. It looks as if it's well under 1
percent. And if you get below 1 percent, the changes, as Mr.
Kudlow says, of tipping it over are quite high.

In addition, we expect the Federal Reserve to continue to re-
spond promptly to incoming economic information. In my opinion,
the management of monetary policy in the past several years has
been excellent. If the slow growth of the fourth quarter continues
into early 1990, my expectation is that the Federal Reserve would
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ease further. How much they would ease depends on economic de-
velopments and possibly unfolding events in the international
value of the dollar.

Finally, income growth, as I mentioned, has remained strong in
the economy for the 1990's. Our longer term forecast uses the now
trnrlt~innl mat+hln nf fn1o.c'tiner the +I xrf in fh- 1hwn fn., ;

crease in output per man-hour and minor modifications for changes
in the hours worked.

First, now that the baby boomers are grown, the rate of growth
of the labor force has declined markedly from just over 2 percent
per annum increase in the decade of the 1970's to about 1.2 percent
currently. That's approximately the rate of growth of the labor
force in the 1950's. The young people who will be entering the
labor force in the decade of the 1990's were born between 1965 and
1985. The number of live births during that period is almost 10 mil-
lion less than during the period 1945 to 1965.

It is quite possible that we will have a labor shortage develop
during the decade of the nineties. There are both costs and oppor-
tunities to this. It might put upward pressure on wages. On the
other hand, it presents an opportunity to reduce unemployment
rates, particularly for the young people and the minorities. Not
only is the labor force growing more slowly but the mix of jobs is
changing markedly. We think the workplace will continue to
become more computerized; if that happens, persons without basic
computer skills could become disadvantaged. In our opinion, im-
proving the educational skills of not only today's student popula-
tion but also the adult members of the labor force has a very high
priority.

An interesting demographic development is that the baby
boomers are finally having babies. And there are now so many
women in child-bearing ages that even though the completed fertil-
ity of each woman will be relatively low, another baby boom may
be developing. You can already see it in the schools-the school
population is rising-a repeat of the baby boom could help to solve
the anticipated labor shortage in the second quartile of the next
century when the first baby boom, their parents, are beginning to
retire. On the other hand, the second baby boom could create a
major, even longer term problem of alternating large and small
generations. For example, think what it would do to the education-
al system if .we were faced every 20 years with excess capacity fol-
lowed by inadequate capacity. That's essentially what has hap-
pened over the past 40 years. We just got the schools closed and we
had to open them again.

We have not solved the puzzle of why the output per man-hour
or productivity has dropped so far. And nobody else has either. We
have searched the literature very carefully for that. There are
many reasons advanced to the slowing in productivity, but our re-
search, thus far, has not produced convincing evidence that these
possibilities that have been suggested, alone or in combination, can
account for it.

We have rather somewhat arbitrarily assumed that the labor
productivity would increase about 1.5 percent a year, somewhat
above our recent record but below the first 20 years after World
War II. The combination of 1.2 percent growth in the labor force

29-868 0 - go - 2
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and 1.5 percent increase in productivity gives us a longer term
growth rate for real GNP in the neighborhood of 2.7 percent.

Finally, as a consumer of economic data, we are seriously con-
cerned about the reduced resources being provided to the Govern-
ment statistical agencies. Changes in both the structure and com-
plexity of the economy make it difficult to measure economic per-
formance. This makes us less able to answer even the most basic
questions about the economy and its status.

In short, this is a time when we should be enhancing rather than
diminishing the base of our system of economic intelligence.

Thank you.
[The prepared statement of Mrs. Teeters follows:]
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PREPARED STATEMENT OF NANCY H. TEETERS

We appreciate the invitation to appear before the Joint

Economic Committee ana

Vear. *Before covering

to discuss ..ur fcrc:ts for +-hp nomina

our forecast for the United States, I

would like to share with you the forecasts of our economists in

various countries of the world.

On a worldwide basis, we expect economic activity to be

somewhat slower in 1990 than in 1989. The rather remarkable burst

a *f he 4rk-
or economic - -v.Le in io r-v

markets) has declined, we estimate, to just over 3 percent in

1989 and we expect a further modest decline to just under 3

percent in 1990.

The United Kingdom,' Denmark, Canada, and Australia are

experiencing slower growth than most other industrial countries.

Their economic policies are more restrictive than others in an

attempt to eliminate stronger inflationary momentum. As near as

REAL GROSS NATIONAL PRODUCT

(Annual Average Percent Change)

1988 1989 1990 1991
act. est. forecast

World 4.2 3.2 2.8 2.8
United States 4.4 2.9 2.5 2.5
Europe 3.4 3.3 2.7 2.5
Asia Pacific 5.8 4.7 4.0 4.1
Canada 5.0 2.6 1.4 2.0
Latin America 0.3 -1.3 2.1 5.2

Source: IBM economists in 18 countries.

__ - -- �U_
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we can estimate, Latin America--overall--experienced a recession

in 1989, but has a better outlook for the next two years. In our

opinion, the worldwide economic environment continues to look

favorable. The tapering off in growth has been the result of

monetary policy restraint among the G-7 countries and the more

modest 3 percent growth that has resulted appears to be

sustainable, without increasing the threat of inflation. Of

particular interest in the forecasts is that the Asian Pacific

Area and Europe are continuing to grow somewhat faster than the

United States. This should aid in correcting the imbalances in

international trade. Among the industrial countries, faster

economic growth tends to increase the demand for imports.

The most important source of worldwide growth is

international trade. World export growth is running twice as

fast as GNP, both in real and nominal terms. However, trade

imbalances are showing only slight improvement, as yet. In

addition, there has been a worldwide capital boom. A combination

of tightening labor markets and relatively high capacity

utilization levels offers considerable incentive for investment

in machinery and equipment. It is being facilitated by

increasingly liberalized flows of financial resources,

deregulation and privatization of industry and commerce, and the

continued integration of the European marketplace.

Underlying our forecasts is the assumption of very little

further change in the trade-weighted value of the dollar. Of all

the assumptions underlying the forecasts, this is the most

tenuous. Our efforts to forecast the value of the dollar have
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not been anymore successful than others. In recent years, a

forecast of moderate changes has been more accurate, as the

monitoring of the international values of the currencies by the

G-7 countries has introduced increasedsae az.,j-...

Turning now to our forecast for the United States, we are

expecting real growth of about 2.5 percent in both 1990 and 1991.

We are in the upper reaches of the Blue Chip forecasters' range.

One of the reasons we are somewhat more optimistic than the

average is that we and most others have rather consistently

underestimated the strength of the U.S. economy. The incoming

data for the fourth quarter of 1989 (which are still incomplete)

indicate that economic growth in that period was quite weak.

Numerous special factors adversely affected the fourth quarter...

a hurricane, an earthquake, and several strikes. In addition,

automobile production was cut sharply. Overproduction of

automobiles in the fourth quarter is almost becoming an annual

event.
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U.S. Forecast

1988 1989 1990 1991
act. est. forecast

(percent change)

GNP (real) 4.4 2.9 2.5 2.5
CPI 4.4 4.8 4.0 4.2
Consumer Spending (real) 3.4 2.7 2.9 2.3
Capital Spending (real) 8.4 3.8 4.8 5.8

…______________________________________________________
Unemployment rate 5.5 5.3 5.6 5.6
(% of Civ. Labor Force)
3-Month T-Bill Rate 6.7 8.1 7.6 7.5
(% per annum)
Federal Budget Balance -155 -152 -115 -70
(Billion of Dollars, F/Y)
Current Account Balance -127 -124 -115 -118
(Billions of Dollars)

In addition, we expect the Federal Reserve to continue to

respond promptly to incoming economic information. In my

opinion, management of monetary policy in the past several years

has been excellent. As the rapid growth of economic activity in

1988 became apparent (remember it was not anticipated because of

the stock market crash), monetary policy tightened and lasted

through the middle of 1989. As slower growth appeared, the

Federal Reserve has eased. If the slow growth of the fourth

quarter continues into early 1990, my expectation is that the

Federal Reserve would ease further. How much they would ease

depends on economic developments and possibly unfolding events in

the international value of the dollar.

Third, income growth has remained strong. Total personal

income grew by 7.5 percent in 1988 and nearly 8 percent in 1989.

With only a modest rise in the unemployment rate in 1990, growing

personal income, and thus, consumer spending will continue to be
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a source of economic strength.

Any economic forecast is at risk. We routinely forecast a

"risk scenario" and try to assess the probability of the risk

occurring. Our current risk scenarin is hosai fln *o n,.npt;Tn

that interest rates could be higher overseas than in our base

case. The threat of higher inflation could force foreign central

bans to adopt more restrictive monetary policies. In the case

of Japan, higher rates may be needed to bring the dollar-yen

exchange rate into a mutually acceptable trading range, if

currency intervention fails. Under this scenario, U.S. exports

would suffer from reduced worldwide growth. A growth recession

could develop, with little or no expansion over the first half of

1990. We have assigned a 35 percent probability to our downside

scenario.

Our longer-term forecast uses the now traditional method of

forecasting the growth in the labor force, increases in output

per man hour, and minor modifications for changes in hours

worked. Our most recent such forecast has some informative and

puzzling aspects to it.

First, now that the baby boomers are grown, the rate of

growth of the labor force has declined markedly, from over 2

percent per annum in the decade of the 1970's to 1.2 percent

currently. The young people who will be entering the labor force

in the decade of the 1990's were born between 1965 and 1985. The

number of live births during that period is almost 10 million

less than in the period 1945 to 1965. The drop in the number of

native born young people is being partially offset by immigra-
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tion, both legal and illegal. In spite of the immigration, it is

quite possible that a labor shortage could develop. There are

both costs and opportunities to such a situation. It might put

upward pressure on wages. On the other hand, it presents an

opportunity to reduce unemployment rates, particularly for young

people and minorities. Not only is the labor force growing more

slowly, but the mix of jobs is changing. In their 1986 study of

the impact of automation, Leontief and Duchin1 concluded that the

changing mix of jobs would intensify the labor shortage.

We think the work place will continue to become more and more

computerized. If that happens persons without basic computer

skills could become disadvantaged. In our opinion, improving the

educational skills of not only today's student population, but

also the adult members of the labor force, has a high priority.

Another interesting demographic development is that the baby

boomers are finally having babies. There are now so many women

in childbearing ages that even though the completed fertility of

each woman will be relatively low, another baby boom may be

developing. The school age population is already rising. A

repeat of the baby boom could help to solve the anticipated labor

shortage in the second quartile of the next century when the

first baby boom (their parents) begin to retire. On the other

hand, a second baby boom could create a major even longer-term

problem of alternating large and small generatibns.

1Leontief and Duchin, The Future Impact of Automation on
Workers, Oxford University Press, New York, Oxford, 1986.
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For example, think what it would do to the educational system, if

it were faced every twenty years with excess capacity followed by

inadequate capacity. That is essentially what has happened in

-he past rorty years.

We have not solved the puzzle as to why output per-man hour

(or productivity) has dropped. Nor has anyone else. We did an

extensive search of the economic literature on this subject in

the process of preparing a long-range projection for the

Congressional Research Service last year2. Productivity growth

is the driving force behind rising levels of real output (and

thus income) per capita. Its importance is illustrated by the

following calculations. When the long-term growth rate of

productivity is 3.5 percent a year, material standards of living

double every 20 years; at 2 percent, every 35 years. At 1

percent, it takes 70 years for living standards to double.

Average Annual Rates of Growth in U.S. Productivity

Period Business Sector Nonfarm Business Sector

1947-66 3.3 2.7
1966-73 2.1 1.8
1973-79 0.6 0.5
1979-87 1.3 1.1

Somewhat different growth rates can be obtained if different time

periods are chosen, but the general picture doesn't change much.

2 Rosanne Cole, Brian P. O'Connor, and Nancy H. Teeters,
Long-Term Economic Forecast. 1988 to 2000, submitted to the
Congressional Research Sere Library of Congress,
January 1989.
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There is no question that there was a major slowdown in the rate

of productivity growth, at least as we currently measure it.

Many reasons have been advanced for this slowing.. .energy price

increases, slowing in the rate of growth of skills of the labor

force, inadequate investment, shift of economic activity and

resources to the production of services, and inefficiencies

arising from the increased role of government in the economy.

Research thus far, however, has not produced convincing evidence

that these possibilities (alone or in combination) can account

for it.

This unsatisfactory state of our understanding of secular

trends in productivity surrounds the projection of future trends

with uncertainty. We somewhat arbitrarily assumed that the labor

productivity would average 1.5 percent per annum, somewhat above

our recent record, but below the 20 years after WWII. The

combination of 1.2 percent growth in the labor force and 1.5

percent increase in productivity gives us a longer-term growth

rate for real GNP of 2.7 percent.

Finally, as a consumer of economic data, we are seriously

concerned about the reduced resources being provided to the

government statistical agencies. Changes in both structure and

complexity of the economy have made it more difficult to measure

economic performance. This makes us less able to answer even the

most basic questions about our economy and its standing



39

worldwide.3 In short, this is a time when we should be

enhancing, rather than diminishing, the base of our system of

economic intelligence.

3For example see "Statistical Needs for a Changing U.S.
Economy," Background Paper, U.S. Congress, Office of Technology
and Assessment, September 1989.
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Representative HAMILTON. Thank you very much, Mrs. Teeters.
Mr. Wyss, please proceed.

STATEMENT OF DAVID A. WYSS, SENIOR VICE PRESIDENT AND
CHIEF FINANCIAL ECONOMIST, DRI/McGRAW-HILL

Mr. Wyss. Thank you, Chairman Hamilton. We are very happy
to be here to discuss our outlook for the economy with the commit-
tee.

This economic expansion is now entering its 8th year. It's the
second oldest expansion in postwar history, but is beginning to
show some signs of age, not surprisingly.

But, although it's showing some signs of age, we see no signs of
imminent death. We think that we are going to avert a recession
during 1990, and that this expansion has every possibility of becom-
ing the longest in history.

There are two questions. No. 1, why do we expect the economy to
slow down? And, No. 2, why don't we expect it to go into a reces-
sion?

The first point is fairly clear. We see a significant slowdown in
the consumer sector. Consumer spending actually dropped in real
terms in the fourth quarter of 1989. We think that there was a de-
cline of close to 1 percent in consumer expenditures, primarily in
the automotive sector. People stopped buying cars.

The 1990 models were much more expensive than the 1989's, and
the various rebate programs that were put in last summer ended
on October 1. People responded by fleeing car dealers' showrooms,
and cars piled up on the lots.

The consumer generally seems to be becoming a little more cau-
tious. He's leaving a little more money in his bank account and
isn't quite so anxious to spend every dollar that the IRS leaves in
his pocket.

He's still coming pretty close, only saving about a nickel out of
each dollar. But that's a lot better than the 2.2 percent that he
saved back in 1987, which was a postwar low for the saving rate.

The saving rate is still low by historic standards and extremely
low by any international standards. I'm going to come back to that
later because it is a problem for the long-term growth of this econo-
my.

We do not expect the consumer to retrench completely, however.
The rebounding auto sales in the last 20 days is some sign that
they will respond to rebate programs when the manufacturers put
them back in.

Car sales have bounced up on the last 20 days; the last 10 days of
the year and the first 10 days of the new year are not necessarily
the cleanest periods to look at automobile sales, but they are en-
couraging-both to us and more especially to the automobile manu-
facturers.

Housing has slowed down pretty dramatically in the first part of
1989. We are seeing a little bit of recovery from the very poor sales
of the spring of 1989, as mortgage rates dropped during the
summer months.

We are afraid, however, that that recovery may be terminated by
the recent rise in bond yields. Mortgage rates are now back into
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double digits. And if we enter a new home buying season, which
starts in March and April, with 10 percent mortgage rates, I think
that's going to put more of a damper on housing sales.

But, with bond yields now up around 81/3 percent, it's inevitable
that we are going to see the mortgage rates up well above 10 per-
cent.

And, of course, the other major sector of the domestic economy,
business investment, is also showing some signs of slowing down.
Business intentions surveys done by ourselves and by the Com-
merce Department both show that manufacturers expect to in-
crease investment by less in 1990 than they did in 1989; in fact, by
about half the amount.

We think they could slow down even more than the most recent
Commerce Department surveys indicate as they see the impact of
slower economic growth. However, the fact that they are still show-
ing an increase in investment for 1990 shows that they aren't pan-
icking, and that they are not expecting a recession.

When we put it together, we see a definite slowdown in domestic
economic growth. All three of the major sectors of the economy-
business investment, the consumer, and housing-have shown a
significant slowdown in the last part of 1989, and will continue
sluggish in the first part of 1990.

We think, however, that we are not headed for a recession. It's
going to be close, but we think that the preemptive strike waged by
the Federal Reserve on the recession has been sufficient to prevent
it from occurring.

The Fed lowered interest rates very dramatically during most of
1989; after the peak of interest rates in the early spring, interest
rates came down very sharply for the rest of the year. That's been
enough, we feel, to prevent the slowdown from turning into an out-
right recession.

We have to give the Federal Reserve very high marks for its
handling of this economic expansion. They have made no major
mistakes.

We hope that that will continue. We fear that monetary policy at
this point will have a more difficult time in controlling the econo-
my-in walking the usual tightrope between excessive growth and
resulting higher inflation. We fear that there will be a slight infla-
tionary bias to monetary policy over the coming years.

Part of the reason for that inflationary bias is, frankly, coming
from the dollar and international trade over the coming months.
The slowdown that's occurring in the United States is a worldwide
slowdown.

The world economy has been very robust in the last few years.
But, as in the United States, the world economic expansion is
showing signs of having peaked. Certainly, you can see that in Brit-
ain, where the Bank of England has been dramatically slowing the
economy by pushing interest rates up to 15 percent. Interest rates
essentially doubled in the United Kingdom in the course of the last
year and a half, as the bank worried about the sharp acceleration
in the British inflation rate.

With the U.K. Ford workers now under a contract with double-
digit wage increases in the next 2 years, those inflationary worries
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are going to worsen, and Britain is very likely to move into reces-
sion.

Both the Bundesbank and the Bank of Japan have also been hit-
ting the brakes in recent months. Interest rates are up sharply in
both those countries, and we expect them to rise further as they
try to slow down their economies.

Despite that, the dollar remains relatively strong. It has dropped
against the mark, but we are now at a 4-month high against the
Japanese yen, back over 146 yen.

With that kind of exchange rate, it's hard to see much improve-
ment in our share of world trade, and that means not much im-
provement in our international trade deficit.

Exports have slowed down very dramatically. Export growth was
20 percent in 1988, under 10 percent in 1989, and an estimated 5
percent in 1990. It has been cut in half every year.

Five percent export growth is simply not enough to offset the in-
crease in import prices that we expect over the coming year. We
think that the trade deficit could actually worsen in 1990 after the
sharp improvement that we saw in 1988.

But the biggest worry is and remains inflation. I'm considerably
more pessimistic about inflation than Larry Kudlow is. We think
there are clear signs of acceleration in inflation.

That has been hidden a bit at the consumer price level. The CPI,
once you take out the volatile food and energy components, has
been essentially stable, in the 4 to 4.5 percent range, since 1984,
and we expect it to remain stable in 1990. In fact, the overall CPI
is expected to rise only 4.2 percent this year, slightly less than it
did last year.

But that hides what is going on under the surface. We are seeing
an acceleration in domestic costs, which is being offset by a slow-
down in import prices. If we look at the Producer Price Index, and
more especially if we look at wage increases, there is a clear accel-
eration. Wage increases set a postwar record low in 1987, and
they've been rising essentially half a percent a year ever since.

Fringe benefits are rising even more rapidly. Fringe benefits are
rising at double the pace of wage increases, creating the worst of
both worlds for people engaged in wage bargaining.

The worker looks at his paycheck and says:
"My paycheck isn't going up as fast as inflation. Last year, my

wages were up 3.9 percent. The cost of living was up 4.6 percent. I
am losing ground."

The employer looks and says:
"My costs of employing you went up 5.4 percent last year. That's

more than I can possibly pass on when I'm faced with this foreign
competition and competition from other manufacturers."

We end up with an impasse. I think that fringe benefits, particu-
larly health insurance costs, are going to become an increasing
factor in wage negotiations over the course of next year. The tele-
phone workers strike was only the first case that we are going to
face. The Federal Reserve is going to have a hard time controlling
this acceleration in inflation because they do not want to see a re-
cession in the near term, but they do not feel that the political will
exists to put the economy through a wringer at a 4.5-percent infla-
tion rate.
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We are not in the same world that we were in 1979 and 1980,
when double-digit inflation gave the Fed adequate political justifi-
cation for creating the 1980-82 recession.

The Fed does not feel that it has that go-ahead right now.
As a result, I think that they are going to allow the inflation

rate, not deliberately but effectively, to accelerate over the next
ceplefycarz..hz situation is guiir, w luuk very much iike the
late 1960's, when we were at a similar point in the economic cycle,
with the economy near capacity. There was a slowdown in 1967
much like the slowdown we expect to see currently, and then a
period of about 2 years of sluggish growth and slightly rising infla-
tion, culminating in the 1970 recession.

I expect to see that same pattern repeated over the next 2 to 4
years.

Fiscal policy continues to give problems for monetary policy and
for the economy. The basic problem is the continued large Federal
deficit.

There's a common misconception among economists and the eco-
nomic press that deficits are bad for you. Borrowing money doesn't
hurt. Borrowing money feels great. It feels great when you're run-
ning up a balance on your charge card.

What hurts is when people want the money back. We are paying
in the long run for the deficits that we ran during the 1980's.
That's seen in the trade deficit, and in the fact that the 1980's, a
period of almost unprecedented economic expansion, was also a
period of the lowest net addition to the capital stock of any decade
in our history.

We also are paying for the deficit in the form of an increased re-
liance on foreign capital markets. I think we have seen that very
clearly in the bond market in the last month.

Long-term bond yields have increased by over half a percentage
point since mid-December. Most of the reason for that is the sharp
increase in Japanese bond yields, caused in part by a tightening by
the Bank of Japan and in part by nervousness about the forthcom-
ing Japanese election.

That has been echoed in a rise in U.S. bond yields. We have
become reliant on the Japanese financial market for funds to fi-
nance the imbalance between saving and investment in the U.S.
economy.

In the long run, that problem has to be addressed. There are es-
sentially two ways to address that. The first way is to reduce the
amount of money that we are borrowing.

The second is to increase the amount of money that we are
saving. Many of the issues that fiscal policy will be addressing con-
cern this dual goal over the course of the next year.

The introduction of various savings plans, and a lower rate for
the capital gains tax are all in some measure aimed at increasing
the amount of money this economy is saving.

And, of course, the continued pressure to reduce the budget defi-
cit will address the goal of trying to reduce the amount of money
that this economy is borrowing.

Our feeling is that we will probably have more success in reduc-
ing borrowing than-increasing savings.
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The American consumer has shown himself very reluctant to in-
crease his saving rates, even with significant tax incentives.

Overall, we remain relatively optimistic about this economy. We
think that we will avoid a recession this year. Economic growth
will slow in the first half of 1990, but gradually gather speed in the
second half of the year.

For the year as a whole, we are looking for growth near 2 per-
cent. I think that's probably a little more pessimistic than the
Office of Management and Budget is likely to be. But, the Office of
Management and Budget is traditionally more optimistic than most
private forecasters.

Having worked on that forecasting team, I was more optimistic
than most private forecasters when I was doing it.

The last time I addressed this committee, I said that for the first
time in recent memory, our forecast was actually more optimistic
than the OMB forecast. I suspect that will be the last time I will be
able to say that for a few years.

But, although it's going to be a poorish year, it's by no means a
disaster. And we think that a slowdown this year will set the stage
for another couple of years of moderate economic growth.

Thank you.
[The prepared statement of Mr. Wyss follows:]
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PREPARED STATEMENT OF DAVID A. WYSS

THE ECONOMIC OUTLOOK: A CLOSE CALL

Chairman Hamilton, Members of the Committee

.: p.~aM..., ~., z ula.u -s -i;-k -u uAc COjJ.aY.

As it enters its eighth year, the economic expansion is showing signs of age. The slowdown
that began in the fourth quarter of 1989 is likely to persist through the first half of 1990. But
there is little sign that the slowdown will turn into a downturn.

The slowdown is broad, but shallow. Almost every major sector of the economy has seen
weaker demand in recent months, but nowhere has the softness been severe enough to sug-
gest recession. In most sectors, the weakness seems temporary, with special factors account-
ing for much of the swing.

The most disturbing factor has been the drop in the bond market. Investors have become
more worried about inflation, even before the December producer price data were released.
Bond yields are moving up in spite of the looser Federal Reserve policy and lower short-term
interest rates. In these conditions, further loosening will become difficult. and could be coun-
ter-productive.

Even without further loosening, the economy will start to accelerate in late 1990. By next
year. we expect growth to be back near trend. A slowdown at this stage of the business cycle
creates worries about recession, but is necessary to provide room for future growth.

THE CONSUMER DRAWS BACK

Consumer spending has slowed. Auto sales dropped sharply in the fourth quarter; after the
end-of-model-year incentives had attracted heavy buying in August and September, higher
new car prices and lower rebates kept buyers out of the market. Manufacturers have sweet-
ened incentives in order to get buyers back into showrooms. The Chrysler "guaranteed re-
bate" seems an effective defense against the recent buyer mentality, which is that prices will
come down when sales drop. The resurgence of sales in late December and early January
is an encouraging sign, but 1990 sales are expected to be softer than for the last few model
years, at 10.3 million units.

The softness is not confined to cars. Christmas buying was mildly disappointing for retailers.
Sales at general merchandise stores fell 0.4% in December, and apparel sales were up only
0.1%. Still, the saving rate remainsstable, ata low5.4%, and consumerconfidence remains
high.

The softness reflects caution, but not a major retrenchment by consumers. The high heating
oil and utility expenditures in December may have induced more caution during the Christ-
mas season, and the bad weather also may have discouraged some retail trade.

The lower borrowing by consumers reflects the more cautious attitude. Consumer credit out-
standing has dropped from 18.7% of disposable income in January, 1989 to 18.4% in Novem-
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Consumer Spending is Slowing
(Percent change annual rate, billions of 1982 dollars)
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ber. The decline was concentrated in automobile loans, which fell from 7.9% to 7.5% of dis-

posable income over the period. Excluding car loans, credit was a stable share of income.

Consumer spending is expected to remain in line with incomes this year. Spending will not

be able to lead the economy, but should not be a major drag either. As incomes accelerate

late this year, spending will follow.

HOUSING RESPONDS TO LOWER INTEREST RATES

The Federal Reserve's preemptive strike on the slowdown has already helped housing recover

from its lows of last spring. Home sales have responded to the lower mortgage rates, and

will improve further when the 1990 buying season begins. Housing starts have lagged sales,

hurt by the heavy inventory of unsold homes in early 1989, but much of this inventory should

be run off by spring. 1989's natural disasters (Hurricane Hugo and the San Francisco earth-

quake) also will spur construction activity to repair and replace damaged homes.

The recovery will be concentrated in single-family housing. The multi-family sector remains

depressed by the 1986 taxlaw changes and the overbuilding of the mid-1980s. Demographics

are also moving against multi-family housing. Little improvement in this sector is likely in

the foreseeable future.
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Housing Sales are Recovering ae The 1986 Ta Chsnges Continue to HoldMortgage Rote. Drop Down Nonresidential Construction
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BUSINESS INVESTMENT SLOWS

Business investment has led the economic expansion for the last two years, but is slowing
down Corrected for inflaion, business fixed investment rose 8 4% in 1988, 3.3% in 1989,
and a projected 2% in 1990 The recent surveys suggest slightly stronger growth, but we ex.
pect some downward revision of plans as the weak economic growth becomes more evident.

Aircraft orders remain the strongest component of investment. The continued replacement
of the aging fleetwill keep investment strong in this sector for the coming few years. Capacity
isthe major constraint onincreas ed investmentwith B oeing curently operating th a three-
year backlog of orders.

Excluding aircraft, the picture is less bright. Computer sales have slowed sharply in recent
months. This sector has tended to lead total investment. Some drop off in motor vehicle
investment is also dear. The worst seems to be nearly over, however, and by late this year
orders should accelerate.

Construction spending is soft, but the worst is over. After dropping for two consecutive years,
real spending on nonresidential structures is expected to rebound 7% in 1990, helped by a
revival of oil drilling. Office and commercial construction will remain weak, however, be-
cause of the massive oversupply in most areas.
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THE TRADE GAP REMAINS WIDE

Export growth has slowed in response to the weaker world economy and the strengthening

of the dollar since its December 1987 low. Export volume rose 17.6% in 1988, 10.7% in 1989,

and a projected 5.0% in 1990. The dollar has now begun to drop, however, and exports

should accelerate in 1991.

The rapid increase in U.S. exports since 1986 has been caused by the more competitive level

of the dollar. Since early 1986, our share of industrial country exports has risen from 19.5%

to 26%. This share has leveled off since the dollar rebounded, but is expected to rise again

later this year and in 1991.

Unfortunately, import growth remains robust. Strong U.S. domestic demand continues to

attract foreign manufactures, especially in consumer goods. The slower economic growth has

slowed import growth, but not enough to offset the deterioration of the terms of trade.

The drop in the dollar, while it has helped to raise exports, has also raised import prices. The

higher prices have offset the improvements in volume, in the traditional manner of the "J-

curve." When the dollar rebounded in 1988, the trade deficit narrowed sharply, but now that

the dollar is dropping again we expect the deficit to stabilize near S115 billion.

our Share of World Trade has Stopped Improving

U.S. Export Volume as Percent of
Seven industrial Countries and Real Exchange Rate
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INFLATION EDGES HIGHER

The inflation rate has been edging higher in the last two years. The pattern is seen most clear-
ly in the wage data. Hourly earnings increases were at a post-war low in 1987, but since then
have been accelerating about half a percentage point per year. Compensation per hour is

H''-S ~- ' A_:: a- ....... p, because tringe Denetit costs are climbing at twice the rate
of hourly earnings. The divergence is caused by two factors: the sharp rise in health insurance
premiums and the increases in social insurance taxes.

The divergence creates the worst of both worlds for wage bargaining. Looking at 1989, the
employee sees that his pay has risen only 4.3%, less than the consumer price inflation of 4.6%.
The employer, on the other hand, sees an increase in compensation per hour of 5.4%, signifi-
cantly more than inflation and more than competitive pressures allow him to pass on. It is
no accident that wage negotiations are increasingly revolving around fringe benefits, and es-
pecially health care.

Producer price inflation, even excluding the late surge in energy and food costs, has been ris-
ing in recent months. The higher labor costs have translated into higher prices at the producer
level. In contrast, consumer price inflation, excluding the volatile food and energy compo-
nents, has been at 4.2% in 1989. Lower import inflation. helped by the turn-around in the
dollar, has offset the higher domestic cost increases.

Fringe Benefits are Rising Faster than Wages
(Year-sver-year percent change)
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Lower food and energy prices will lead to a lower CPI rise in 1990 than in 1989 (4.2% vs.

4.6%), but wage increases will remain high. The economic slowdown will stop a further accel-

eration in wages, but will not slow the advance significantly. When the economy accelerates

again in 1991, so will wages.

In the long term, the inflation rate will be dominated by domestic costs, and particularly by

labor costs. The financial markets are already concerned by this upward creep, and the Feder-

al Reserve must take more notice once the weakness of early 1990 is past. The higher infla-

tion limits the possibility of further interest rate declines.

MONETARY POLICY WILL EASE FURTHER

The Federal Reserve has been loosening monetary policy steadily since last spring. The feder-

al funds rate has fallen from 9.84% in April to 8.25%, and is likely to-drop another 75 basis

points by the summer as the economy slows. The recent surge in food and energy prices will

put that easing on hold, but when prices ease in the spring, so will interest rates. As the econo-

my accelerates later in the year, the Federal Reserve will push interest rates back upward.

The Fed is acting to avert a recession. In spite of the brave talk of zero inflation. the Fed

seems willing to accept a stable inflation rate if the alternative is a downturn in the economy.

If the Fed were serious about zero inflation, it would be tightening, not loosening. Inflation.

excluding the volatile food and energy components, has been essentially stable.

The Fed Will Ease Further In the Spring M2 Growth has Accelerated
(Percent) (Three-month percent change, annual rate)
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Financial markets are now becoming concerned that the Fed is too easy. The surge in infla-
tion has focused fears on inflation again, and bond yields have surged. The drop in bond
prices has been exacerbated by the thrift crisis. Reports suggest that thrifts have become ma-
jor sellers of Treasury securities, since these are the easiest assets to dispose of as they down-
.i-G 711. ju-vlp ill i.p-c- 6Uiu yicuis has added LU Hime pressure on tie U.S. bound market.
Japanese investors are afraid of the coming election, as refelcted in the weakness of the yen
as well as the fall in yen bonds. The yield curve has steepened as a result. Even if short-term
interest rates drop as expected, bond yields are unlikely to fall below their December low.

I share the market fear that the Fed is going to ease too quickly. There is always a bias toward
inflation in monetary policy, since the real effects of tight money are felt quickly, while the
inflationary impact of loose money appears only with a long lag. The current situation re-
sembles the late 1960s, when the Fed was trying, with the aid of military spending. to keep
the economy out of recession. The cost was a gradual upward creep in inflation, culminating
in the 1970 recession. Over the next few years, I expect to see a similar pattern of creeping
inflation. with a recession coming when the Fed eventually cracks down.

FISCAL POLICY REMAINS FROZEN

Fiscal policy has changed little since 1985. Since the passage of the Gramm-Rudman-Hol-
lings amendment. Congress and the Administration have concentrated on cutting the deficit.
The deficit has been reduced from its peak of $198 billion in fiscal 1985 to S152 billion in
fiscal 1989. Although this is only half the reduction required in the original schedule, at least
the direction has been correct.

Despite the reduction, the deficit remains a drag on U.S. and world capital markets. Because
the United States is, on net, borrowing more than it is saving, it must rely on a capital inflow
from abroad to finance the deficit. Although this inflow has permitted some net additions
to the capital stock, the ratio of net investment to GNP has been lower in the 1980s than in
any post-war decade.

Continued reductions in the deficit are needed if the United States is to continue to grow at
an acceptable pace. The promised cut-backs in military spending must be used to cut the
deficit, not to increase spending on other programs. If Defense Department spending can
be held stable at a nominal $300 billion, as Secretary Cheney has suggested, reducing the
deficit would be much easier.

Revenue increases may be needed if further program reductions are not possible. Continued
progress on reducing the deficit is essential if the confidence of international capital markets
is to be maintained. In general, spending cuts are better for the economy than tax hikes, but
social goals must be weighed against economics.
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Financial Flows

CopiSal
Net Net State and Federai Net Outfiow 1-1 Net

Personal Business Local Surplus Surplus NatIonal yr Infloa (.) DS-ItlC
Sading Scoing or elicdt or Deficit Saving * fr Ab.ro.d In-ettent

19f 5.2 2.6 0.0
1911 4.6 3.1 1.,
19g8 0.9 3.1 1.3
194 4.1 2.5 1.1
1900 9.D 0.0 1.0
0981 5.2 1.0 1.1
1982 *.9 0.0 1.1
1983 3.8 1.9 1.0
1084 0.0 2.5 1.1
19S 3.1 2.8 1.6
198t 3.0 2.0 1.5
1981 2.3 1.1 1.1
1988 3.0 1.6 1.0
1089 3.0 0.g 0.9
1900 3.4 0.5 1.2
1903 3.3 0.3 1.5
1992 3.3 0.3 1.1

1950-50 4.2 2.6 -6.2
1965-S9 0.2 2.9 -4.3
10-00 0.0 3.3 0.1

1511-10 6.0 2.2 20.
1975-79 5.2 2.1 1.0
1982-84 *.7 1.6 1.3
1085.89 3.0 0.8 1.2
1111-go 3.3 0.0 1.5
1995-99 3.0 0.6 1.4
22020 3.5 0.4 0.2

-3.0 5.8 -0.5
-2.3 6.7 0.0
-1.3 7.9 0.0
-0.6 .6 -0.1
-2.2 5.1 -0.4
-2.1 5.7 -0.3
4.6 2.0 8.0
-5.2 2.0 1.0
4.9 0.1 2.4
Xo.9 2.4 2.8
-09 1.9 3.2
-3.6 1.5 3.3
_3.0 2.6 2.4
-2.9 2.9 1.9
-2.2 2.8 2.0
-1.6 3.5 1.9
-1.6 3.7 1.6

0.1 2.3 0.1
0.1 1.5 -0.4

-0.3 7.5 -0.8
-0.3 8.2 -0.4
-1.2 7.6 -0.3
-2.3 6.6 -0.2
-3.7 3.8 0.5
-3.8 2.2 2.17

01.7 3.6 1.
-0.6 4.6 1.0

0 5.1 1.2

5.4
2.3
8.9
7.7
4 7
5.2
2.0
3.0
65
9.2
4.8
4 .8
5.0
0.8
4 .8
5.4
5.3

1.6
1.3
6.7
7.8
7.5
6.5
0.3
40
5.3
6.1
6.3

Net natcal sacing-is the sue of colcens I through 4.
A sttstical discrepancy Is toitted frt thit table.

If taxes are to be raised, general taxes such as the income tax do less damage than targeted

taxes such as energy. Excise taxes should be used only when the allocative impacts are de-

sired, and outweigh the losses caused, including the inflationary and financial market impacts.

CAN THE SAVING RATE BE INCREASED?

The need for foreign funds depends not on the federal deficit alone, but on the overall bal-

ance between saving and investment in the U.S. economy. An increase in the personal saving



53

rate could help the external balance as much as a reduction in the federal deficit. Several
tax proposals have been made that attempt to address this possibility.

A cut in the capital gains tax would encourage saving by increasing the after-tax return to
earnings. The impact on the saving rate is probably less than the effect on the distribution
of assets. hnwever. A -4nt1t IIO,,t g -^^ .VCr
fixed-incume securities.

Our studies suggest that the capital gains tax is nearly revenue-neutral in the long run; that
is, a tax rate cut generates just about enough extra growth to offset itself. Lowering the tax
rate generates a one-time jump in revenue, as investors take capital gains early, but then low-
er revenue in the next few years. Eventually, the higher resulting investment generates
enough extra real growth to bring tax revenues back to the level they would otherwise have
attained.

Note that this argument cannot be made for a temporary tax cut. Such a cut provides a wind-
fall for those who have unrealized capital gains, but by its nature does not change long-term
decisions, since investors expect it to revert at the expiration of the law. Such a cut presents
the worst of both worlds, providing a temporary boost in taxes but at the cost of lower future
collections.

Direct savings incentives plans are again being proposed. Experience with individual retire-
ment accounts was not encouraging as to the effect of these plans on the saving rate. After
the passage of the IRA legislation, the saving rate slid for five years, to its lowest level in post-
war history. Since the restriction of the IRA in the 1986 tax law, the saving rate has risen.

Our analysis suggests that the movements in the saving rate were not caused by the IRAs.
but the saving rate behavior certainly suggests that they cannot have had a very big positive
influence. We can find little evidence that the act had any significant impact on the saving
rate. The money that went into IRA accounts was mostly diverted from other assets or offset
by additional borrowing.

The newer proposals may be more effective than the IRA. For one thing, the incentive to
offset saving with borrowing is less, since personal interest payments are no longer deduct-
ible. For another, the IRA attracted savers thinking about retirement, who were generally
the households already saving substantial sums. Younger households saw less advantage in
locking up funds until age 60. A more flexible plan would attract younger families, for whom
the plan would add to savings rather than merely divert funds.

On net, however, the plan seems unlikely to increase the saving rate significantly. Most
households save for specific goals, and take little account of tax advantages. The historic evi-
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dence suggests that the long-term saving rate is primarily determined by sociology, and only
secondarily by tax breaks.

SUMMARY

1990 is expected to be a below-average year. The Federal Reserve has eased before the

weakness was established, and thus successfully avoided a recession. The cost, however, has

been an acceleration in the underlying inflation rate. Eventually, the upward creep in infla-
tion will force the Fed to hit the brakes, triggering the next recession. The current slowdown.

however, is likely to postpone that event for at least two years.
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Representative HAMILTON. Thank you, Mr. Wyss. We will begin
questions with Congressman Obey.

Representative OBEY. Thank you, Mr. Chairman. I appreciate
that. I am due at a meeting in about 3 minutes.

There are a number of questions that I would like to ask, but let
me simnlv iqk1

On trade, what are all of your expectations in terms of the trade
situation and the size and trend of the trade deficits in nonenergy
components and in high tech?

Mr. Wyss. If I can address that, it depends to some extent on
what you define as high tech. Overall, we expect the trade deficit
to be essentially flat for the next year. It's been stalled out at
about $9.5 billion a month since the middle of 1988, plus or minus
a billion dollars.

The last couple of months, we had some abnormally large trade
deficits. Those were caused primarily by the Boeing strike and the
loss of aircraft exports. With aircraft exports coming back at the
end of the Boeing strike, we will see some better numbers at the
beginning of 1990.

High-tech exports are improving. We do expect that the balance
on the general high-tech category to be improving over the course
of the year. But, unfortunately, that's going to be offset by some
continued worsening on the consumer goods side. And we don't
expect to see a lot of improvement on the high-tech side.

One advantage we have in high tech is that, contrary to popular
belief, most of our competition is European and the dollar has de-
preciated very dramatically against the European Community cur-
rencies. That should allow us to claw back some of our market
share in those high-tech categories, particularly in areas like ma-
chine tools and heavy equipment over the course of the next year
or two.

Mrs. TEETERS. In the case of computers, the competition is not
European. Almost all of our competition is Japanese. In many
cases, except for the smaller machines, all the European computers
are Japanese, too, with European names on them.

We are one of the few industries that never went into deficit on
the U.S. trade accounts. What we are seeing is an increase in the
flow of trade as the economies, particularly, of Europe, Japan, and
the Asian countries continue to grow more rapidly than the United
States. Our flow of product back and fourth in those areas is rising
somewhat.

We also don't see much improvement in the trade imbalance,
unless we get some downward shift in the value of the yen.

Mr. KUDLOW. Well, in the very short run, I don't disagree. I don't
think there's going to be much of a swing in trade. My reasoning
might be somewhat different. What you have here is a case where
you have the general softness of the U.S. economy as exemplified
by the slowdown of industrial production. It simply means we're
not producing the goods right now to export.

If you don't produce, you can't export.
Exports have done very, very well over the course of this cycle.

One of the tables that I submitted in my prepared statement
showed that export growth in the eighties cycle has actually been
at a faster pace than either the sixties cycle or the seventies cycle.
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However, the issue with respect to trade is whether our industri-
al production and, therefore, our exports are going to pick up. I
think that's a function of the overall economy, since I think the
economy is going to gradually improve this year, and will certainly
be in better shape next year. And I think we are going to get a
good rebound in exports.

The second point on this, growth rates around the world are
going to play a major role. One of the important trends that I see is
the distinct possibility that economic growth in Western Europe-
we may wish to redefine Western Europe to include some of the
improvements now underway in East Europe, that will take time-
but that whole trading block may find itself as the fastest growing
sphere in the world in the 1990's.

If that is the case, it would reverse the trends of the eighties. In
the eighties, the U.S. economy grew substantially faster than the
European economy and at about the same pace as the Japanese
economy. In the nineties, I think our growth is going to be pretty
good. I would say we could do 3 to 3.5 percent average real GNP.
But I think West European growth, European Community growth,
could be above 4 percent real GNP.

That's going to open up a lot of business marketing opportunities
for American companies. That could be reflected in a major im-
provement in our trade position.

Similarly, another important trading sphere, which doesn't seem
to get much discussion, is the South American position. We are
seeing very positive economic reforms in a number of countries in
South America. Not all, I hasten to add, but in some important
countries, most notably, Mexico.

And if these economic improvements continue, I think America's
trade with South America is going to increase. It has been largely
dormant in the last decade.

This could also help to improve our position, provided, of course,
we remain competitive. That's a function of a number of issues.
One of them is cost control.

I noted in my opening remarks the importance of businesses
holding down costs. That's the key to profits. That's the key to ex-
ports. I think America has done a pretty good job on that, but I
think the numbers, particularly in the manufacturing industry
areas, are quite good.

As far as high tech, I would distinguish two parts of high tech-
the hardware part and the software part. I think what Nancy Tee-
ters mentioned about hardware is correct; she would know that
better than anybody around here. But we also have a lot of value
added in the software area, America's tremendous world share of
software production and exports and design.

We are the leaders in software and I think we are going to get a
large share of that exporting to both Europe and South America
and, frankly, even to the Pacific Basin.

So I'm not pessimistic. I hope, as a matter of economic policy, we
can help American businesses to export in the nineties by keeping
our capital costs as low as possible. This issue of capital costs I find
to be among the most important fiscal-related issues in the 1990's.

One of the reasons Japan has done a better job than we have in
many parts of the trade discussion is they have very low capital
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costs. Until recently, their interest rates have always been lower
than ours, going back 20 years, until recently. This is now chang-
ing a bit.

Second, with respect to tax policy, Japan has virtually no capital
gains tax. Most of the European countries have no capital gains
tax. Germany, for example, has none. This is an important busi-
ness cost. It reflects the cost of financing, which, in turn, has to be
built into the overall cost of the price structure.

With respect to dividends and equity, for example, I hope that
Congress will take up the question of possible tax reform to equal-
ize dividend and interest expense, which would, therefore, swing us
back to an incentive to generate more equity financing at lower
cost with improved balance sheets.

This would go a long way toward helping American business to
be internationally competitive.

Representative OBEY. I really do have to leave.
One comment and two very short questions.
My main concern about high tech is simply that 5 to 7 years ago,

we were told that that was going to be our salvation in terms of
the trade deficits. And now we find out that, just like everything
else, it sank into a quite different position. It's tough to find some
loss leaders around today to drag us in the other direction.

I'd like to hear you expand a little more on your justifications for
arriving at the somewhat different conclusions you do with respect
to your future expectations for interest rates.

Mr. Wyss. Well, I'm not sure that we're completely different, but
my viewpoint is that this economy is now operating very close to
capacity. As the economy expands in the second half of this year,
the Fed is going to have to touch the brakes once more.

I think a lot of our difference on the interest rate outlook is
based on the inflation outlook. I feel that inflation is accelerating.
That can be seen very clearly in the recent wage settlements and
the wage data. And that acceleration of inflation is going to force
the Federal Reserve to maintain a relatively tight monetary policy,
and it's going to push up both the Federal Reserve determined in-
terests rates and the market determined bond yields, as the mar-
kets get scared of inflation, as I think they have in the last month.

Mr. KUDLOW. I have a much different view of this. Sometimes,
economists can look at the same data and give different interpreta-
tions.

No. 1, I disagree with the data. Maybe prospectively, but I dis-
agree. My reading is that, if you look at the Producer Price Index,
which is really the underlying price structure, we seem to have ex-
cellent progress over the last 6 months.

The PPI has grown only 2.5 percent over the past 6 months,
versus nearly 9 percent last May. In particular, the next level
down-not just the PPI but the intermediate level, intermediate
materials, which is really the closest thing to a commodity measure
we have officially, and which then bucks up into finished producer
prices, and finally into consumer prices-we have seen terrific
progress there.

Intermediate materials have actually declined by sixth-tenths of
a percent at an annual rate in the last 6 months. The peak was at
7 percent last April.
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The PPI, excluding energy, has been almost identical. The de-
cline has been nine-tenths of a percent compared to a rise of 7 per-
cent at the peak last January.

I think monetary policy has been conducted in a very responsible
way and I think we have not yet seen the full disinflationary ef-
fects of prior Federal Reserve tightening.

I believe we should be vigilant on the wage and benefits front,
but my reading of the wage situation is not as alarming, particu-
lary in the manufacturing hard goods sector. The year-to-year
change in wages is below 4 percent. Productivity has been a little
slower this year, 1.5 percent. But the average has been 4 percent
during the cycle.

Unit labor costs are well in hand. As far as so-called service in-
flation was concerned, I believe the data suggests we saw a peak in
late 1988 and early 1989, though I have no doubt service inflation
will come down more slowly than manufacturing or goods produc-
ing inflation.

Notwithstanding those caveats, I think the inflationary trend has
moderated. And I think that's a very good thing indeed for the
economy. And I think probably we're not going to see an actual
bottoming of inflation for another four to six quarters.

And if the Fed stays on the counterinflation path, which is my
expectation, judging from their statements, I think we have a
unique opportunity, having brought inflation down from 10 percent
or thereabouts to 4 percent in the eighties, we have the unique op-
portunity to virtually eliminate inflation.

And I think we are on that path right now. So I'm really quite
optimistic on this front.

Representative OBEY. Well, not hearing any other comments, let
me simply make the point on statistics and then get to my other
meeting.

I think you'll find every member of this -committee agrees with
you in terms of the erosion of the quality of our statistical base. We
move billions of dollars around in the budget and the economy on
the basis of those numbers and don't really know what we're doing.

I would simply say that there's only one way you're going to get
attention paid to that, and that is:

If people with your reputations and a lot of others simply go to
the leaders -of both parties and say, hey, we need your help on this
problem.

I sit on one of the subcommittees that funds the BLS, for in-
stance. And I tell you, there are lots of political sex behind lots of
programs. There's no political sex behind statistics, unless you can
cut through that and simply say:

Look before you start getting these other things, you just have
to do this and get the committee to do it.

It just isn't going to happen.
Mrs. TEETERS. May I suggest that you take a look at what hap-

pened in Canada and the U.K.? In both cases, they let their statisti-
cal operations decay to the point they couldn't trust them. And
then they had to spend a great deal of money to readjust and re-
constitute the statistical bases.

May I just make one comment on the interest rate?
Representative OBEY. Sure.
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Mrs. TEETERS. I get very amused by Fed watchers. I apologize to
the others because we all do it. But the Federal Reserve does not
act on the basis of forecasts. They act on the basis of information
as it comes in. Consequently, any forecast of what the Fed is going
to do is what people think the economy is going to do over the next
period ot time. W hat the Fed will actually do is react to what
comes; what happens to us as we go along.

So, if you get a flareup of inflation as we did with the oil and the
drought, they're going to react to it. If you get a calming down of
the inflation and a drop in real growth, they're going to react to
that.

Chairman Burns was once asked what the Federal Reserve was
going to do in the fourth quarter of a particular year. His response
to that was to pound on the table and say: "Only God knows what
the Federal Reserve is going to do in the fourth quarter of this
year."

I think that's absolutely correct. It is the unfolding of events to
which the Fed reacts as they happen.

Representative OBEY. Thank you, Mr. Chairman.
Representative HAMILTON. Senator Mack.
Senator MACK. Thank you, Mr. Chairman, and I thank all of you

for your testimony this morning.
Mr. Kudlow, I apologize for not getting here to hear all of your

statement. But, from what I gather, you gave a fairly optimistic at-
titude about 1990.

I'd be interested in your reaction if the Congress were to pass
capital gains reduction fairly early on in this legislative session.

Would that have an impact on your forecast? Or is that some-
thing you've already factored in?

In addition to that, we would be interested in talking about the
idea of tying a reduction in the capital gains rate to an increase in
the top tax rate.

And I'd be interested in your reaction to that as well as the in-
dexation of taxable capital gains, whether you think that is a good
idea.

And if you all want to hop in on that at some point, that's fine.
Mr. KUDLOW. Well, taking them one at a time, I've been a strong

proponent of a capital gains reduction; I'd like it down to 20 per-
cent, where we had it in most of the eighties.

Senator MACK. Let me just interrupt quickly and suggest that,
since you mentioned the rate, it was 20 percent when other rates
were considerably higher than they are today.

Would that mean that maybe if you want to keep the same rela-
tionships, that it should be lower than 20 percent?

Mr. KUDLOW. I was about to say I actually prefer optimally to
settle in around 15 percent. How fast you got there or how slow is
of less concern to me than that target. You're right, the first cap-
ital gains reduction we had was in the late seventies and the rate
was dropped down to 28 percent.

If my memory serves me, the top rate on the personal income at
the time was 50 percent, plus there was another 20 percent sur-
charge under so-called unearned income. And the spread was very
wide. The top rate on all income was lowered to 50 percent, with a
20-percent capital gains.
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Now we are roughly 28 and 28 percent with that 33 percent
bump up.

My logic on capital gains is really twofold.
No. 1, the question of international capital cost competitiveness,

which I raised in response to Congressman Obey's initial question,
I think this is a very key point.

I really think-and we all talk about the international competi-
tiveness of the economy-we need to compete. And I think we have
to understand the basic capital cost of financing is a crucial ingre-
dient. It's a crucial cost factor to any business. It affects the whole
cost-price structure.

It generally affects their ability to profitably gain capital and put
it to work in not only products to be exported or sold domestically,
but research and development.

I noticed in yesterday's New York Times, there was a story on
the front page worrying about R&D. I think that's a very legiti-
mate worry.

I favor the R&D tax credit for that reason, but I think capital
gains ought to do that.

No. 2, in terms of the basic financial investment decisions, the
trick is to provide enough reward to unlock capital. I have always
been amused by talk about whether we're helping the rich at the
expense of other income categories.

As somebody who spent his career mostly on Wall Street except
for a stint with the Fed and a couple of years at OMB, the wealthi-
est investors really don't live and die with capital gains because
they have numerous investment outlets in tax-exempt securities,
for example, where they can park their money and be assured of a
virtually risk-free return over many years.

The trick is to try to take that capital and employ it at a suffi-
ciently high rate of reward to unlock it and put it where it can do
us the most good, creating new companies and creating new jobs.

That's the basic dynamic of an entrepreneurial free market risk
reward type economy. That's really the crucial issue.

I don't like to get into the.measurement battles. All I'll say is, in
general, I think that the evidence of the past 10-12 years under a
lower capital gains tax rate has been very good. In broad terms,
the -economy has shown that capital gains has been a big help.

I, myself, if I thought with certainty that there would be passage
of this differential, I would be inclined to revise upward my growth
forecast. I think the markets and businesses and individuals would
respond immediately, literally in a nanosecond. When that infor-
mation is available, you will get an immediate response and you'll
get movement.

And given the softness of the economy, which in many respects is
centered in the manufacturing hard goods area, this is exactly
where they need the help.

And I also think, even though I confess this is a more speculative
judgment, I think it would be a great help to our markets-to the
stock market in particular-because by raising the rate of return
on an aftertax basis, I believe stock prices will immediately revalue
upwards to reflect this improvement in efficiency and asset yield.
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That, in turn, will have positive spillover. It will make it cheaper
for businesses to finance. And everyone's affected by it. Whatever
happens at the top, everyone else is affected positively by it.

My third point on capital gains, in addition to the domestic ef-
fects and the international effects, really comes from my own work
at the moment with respect to urban economies, especially New
Vnrl utsy xuhinh i; a^ in+er _t^+; +^-'^ Af dizzSS-iz. TN isv easy
for minorities to start a business; it's not an easy thing for them to
get their hands on cash.

And in a very simple, basic way, somebody who wants to start a
small company and has to raise a hundred thousand bucks-not
much for a repair shop or a food store, or something like that-is
asking people to make an investment which has no payoff the way
a Treasury bill does, or even a corporate bond does.

It's just an investment in the future and the future value of the
company. But, to make that investment, I think you really have .to
provide a tax break. You have to provide a higher reward.

And I think, if we are serious about new ideas to help the anti-
poverty program, the minority program with respect to immigra-
tion and all the rest, we have to make this linkage between tax-
policy issues and the actual day-to-day operation.

I regard capital gains as essentially a minority enterprise stimu-
lant. So, for those three reasons, I would be very much in favor of
it. And, again, in the forecasting sense, I would be inclined to mark
up my forecast right away.

Mr. Wyss. I am probably not quite as much of a proponent of
capital gains as Larry Kudlow is, but I think the difference is only
one of degree. I think the evidence shows very clearly that lower
capital gains rates do, by reducing the effective cost of capital, in-
crease the investment in the economy and increase long-term eco-
nomic growth.

And I think that a lower capital gains tax is a very good idea. It
worried me the original time it was taken out. Every time we've
taken capital gains out, Congress 2 years later has passed it again.

I do have, however, one caveat. The worst way to lower the cap-
ital gains tax is a temporary bill. That accomplishes nothing and
wipes out most of the goals for which you reduced the capital gains
tax.

The whole idea.of a differential capital gains rate is to convince
people to invest, in the expectation that when they cash in the in-
vestment, they're going to get a higher aftertax return. If you put
it in temporarily, you're telling people that they're allowed a wind-
fall on what they've done in the past, but on what they're going to
be doing now, they're going to be taxed at the higher rate. Then, of
course, you get the tax loss with practically no incentive impact.

On the 1990 forecast: First, what does it do to government reve-
nue forecasts? Second, what does it do to the economic forecasts?

I think it's good for the economy. I don't think I would make a
major change in my 1990 forecast on the basis of passing the cap-
ital gains tax, but it would be good. I would certainly move up my
stock market forecast and probably the economic forecast as well
in the second half of the year.

There would be a windfall in revenuc to the U.S. Government in
the first year, because when you lower the rate, people are going to

29-868 0 - go - 3
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delay capital gains until the new rate comes into effect, and they're
going to move up realized capital gains. But that's a temporary
windfall impact. It lasts 1 year, and you pay for it in the future.

In the long run, our studies suggest that the capital gains tax is
approximately revenue neutral, that the issues of economic growth
and the increased turnover of capital assets that you get roughly
offset the lower rate, so there is very little long-term impact on
total tax revenue.

The other two questions were the question of bumping up the 28
percent rate, to eliminate that little notch that we have now be-
tween the 33 percent rate and then back down to 28 percent, and
the question of indexation of capital gains. Both of those, to my
mind, are equity issues rather than efficiency issues.

I think they're both probably good ideas. But, on the other hand,
I'm not convinced that we ought both to index capital gains and
have a lower rate. You have to consider what the net impact of
doing both of them would be.

The argument for indexation is basically that you shouldn't have
to pay a tax on inflation. If the value of your assets goes up only
because prices go up, the gain should not be taxable. That's a very
strong argument.

As for bumping up the 33 percent tax rate, let's face it, most
people who have capital are rich. The rich have more money than
the poor on the average. [Laughter.] As a result, most capital gains
taxes are paid by the wealthy.

Senator MACK. Would you go back and say that again? [Laugh-
ter.]

Mr. Wyss. The rich pay most of the capital gains taxes. They're
going to receive most of the breaks from the lower capital gains
rate.

I think that if you asked the average person with wealth if he's
willing to trade a 20-percent capital gains tax against bumping up
a tax on his ordinary income to 33 percent, most of them would
raise their hands.

Mrs. TEETERS. I'd like to comment. We are in the rather unique
position of having economists stationed around the world. Last
summer, we asked them to start submitting information on the
cost of capital. Of the G-7 countries, it's the six against Japan.
There is very little difference across Canada, the United States,
and Europe in the cost of capital. What happens is that you get
compensation within the laws of the countries; where you may
have a higher tax rate here, a lower capital gains rate over there,
these tend to even out so that you get a sort of common cost of cap-
ital.

In the case of Japan, you get widely different answers depending
upon whether you use the book value of the capital or whether you
use the market value of the capital. There are other differences.
The Japanese corporations pay very low dividends. And the capital
gains tax is only 1 percent. But, the main differences are the low
interest rates in Japan and these are beginning to disappear. Since
1982, when the international financial system became electronic-
both with CHIPS and with the new FRCS-80 system-we have had
an international capital market that is capable of arbitraging dif-
ferences in interest rates.
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I. think, eventually, what you're going to have is differences in
the cost of capital which will reflect differentials in inflation and
risk, because the capital is now flowing freely around the world.

Senator MACK. I saw a report recently that indicated that the
cost of capital in the United States-I gather from what you say
there are as many different ways to calculate the cost of capital.

ut-s T a1 a reacrs rcccnly theat in.icatd th. Cast a.a..
the United States was about 11.2 to 11.4 percent; showing in Japan,
7.4 percent; in Germany, 7 percent.

Mrs. TEETERS. We still have a lot of work to do to clarify the
comparisons.

But, the cost of capital in Europe, the United States, and Canada
was somewhere between 7 and 10 percent. Depending on how you
calculated it in Japan, it was about half that. Given the quality of
the statistics that you have to use, the difference between 7 and 10
percent is peanuts as far as I'm concerned.

Mr. KUDLOW. That is the so-called market cost of capital. In
other words, that's using bond and stock.

Senator MACK. The numbers that I used?
Mr. KUDLOW. Yes, bond and stock valuations grossed down to an

aftertax basis. On that point, I would agree Japan is the lowest.
Then you have a whole cluster up around 8 to 12 percent. But,

another way to look at that from just the businesses' standpoint
and the corporations' standpoint and the the use of IMF numbers
looking at the corporate tax rate across the G-7 countries, and
looking at the capital gains tax rates for individuals and combining
the two, which is, in effect, the cost of capital at present, using our
top-rated 33 percent, the United States is at 55.8 percent. That's
the highest.

The lowest is Italy, which is 36 percent. Italy does not have a
high capital gains tax rate. However, Japan has a 40-percent corpo-
rate tax rate and a 5-percent capital gains tax rate, which is a
tricky calculation because not many pay it. They're at 43 percent,
so they're 12 points below us.

Germany, a 50-percent corporate tax rate, does not have a capital
gains tax. So they are 50 percent, so they are 6 points below us.

So there's the spread there and I don't think that's an inconse-
quential spread. I agree you have to factor in interest rates and I
also agree you do have measurement problems on taxable income.

But, nonetheless, I think most economists agree, we've made
progress but not enough.

I wanted to address just one of the points on the top personal tax
rates on indexation, and also the revenue question.

I indicated in my earlier remarks that I thought the incentiviz-
ing U.S. fiscal policy in the eighties was one of the great positives
in the economic reforms. Raising aftertax rewards for all matter of
investments was a tremendous cost. That's why it's being borrowed
around the world. Imitation is the sincerest form of flattery.

I, myself, think it would be a great mistake for us to step back
and start changing, start raising these top rates-for two reasons.

No. 1, it would damage incentives, an important point, in a meas-
urable way.
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No. 2, it would undermine the credibility of the policy. The
minute you make that step, then people start forecasting and an-
ticipating the next step: higher tax rates.

Credibility is very important. Permanent tax change is what we
need for businesses and individuals.

So, I think from both an economic and a psychological stand-
point, the change in the top rate would be an error. I favor index-
ation of capital gains; I always have. In fact, if you asked me, if you
couldn't have a rate reduction, would you take indexation?

The answer is yes. In fact, in many respects, we had a temporary
rate reduction. I would rather have indexation than a temporary
rate reduction. I agree with Dave Wyss' point on that.

I think indexation is really important.
The third point, on revenues, the capital gains revenues argu-

ment is not going to be settled. I spent 6 years in Washington. We
didn't settle it then, and my guess is, in the next 20 years, we are
not going to settle it.

Reasonable people can disagree. I just want to note that impor-
tant studies have shown though that when we first visited capital
gains in the late seventies, revenue estimates were all negative.

That wasn't the case. The actual performance was positive. It
was even slightly positive during the recession. We've done a
couple of papers on this. And I admit, we are the optimists.

But, my sense is the initial effect of the capital gains differential
would generate much more revenues than the Treasury's or the
Joint Tax Committee's estimates. The so-called unlocking effect
would be two to three times greater than the $4 or $5 billion
number that was tossed around at the last session.

After that, we believe that the Government agencies have under-
represented the unrealized capital gains out there.

Therefore, we think over time you can actually get a positive rev-
enue flow, though it will be lower than the initial unlocking reve-
nue flow. Over time, I think it's going to be better and would actu-
ally wind up helping us on the deficit.

And I agree the rich are richer. And I agree that in a static
sense, the upper income classes will benefit more in the first break.
But, the fact is they are going to pay a lot more revenues.

And in that respect, you can put those mules to work. I think
that's the key point.

Senator MACK. Thank you, Mr. Chairman.
Representative HAMILTON. Congresswoman Snowe.
Representative SNOWE. Thank you, Mr. Chairman.
It is clear-I guess maybe coming from the Northeast, I may

have a skewed outlook-the economy is sputtering.
I was wondering if you can share with this committee, in terms

of looking at it regionally-although there are more than 30 States
I gather that are in the red right now and addressing some budget-
ary shortfalls, including my State and throughout all of the North-
east-whether or not that could be a precursor for an overall de-
cline in the economy?

Mrs. TEETERS. We do regional forecasting, because marketing and
sales are on a regional basis.

There are large differences between the regions-in fact, this is
worldwide. In all of the major countries, the comment is that the
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regional rates of growth are more different than the differences
that occur in the national rates of growth.

The New England area has obviously had a bad time. A good
deal of it is coming from the fact that the Defense Establishment is
basically flat and will probably decline. They have done a marvel-
ous job of recovery from the loss of textiles and shoes after World
War II, but then thev went verv heavilv into high-t.prh drfonre
The flattening out in defense is beginning to hit them.

The other regions of the country are doing fairly well. The
Middle West around the Lakes has come back very nicely and it is
still holding up quite well. The Far West is doing very well.

The other place that is weak is basically around Texas. And even
there, Texas is finally getting to the point where they are not going
downhill any more.

You might be interested, six to eight times a year the regional
Federal reserve banks make a report on the conditions in each of
their regions. They do not forecast, but they do give a very nice
roundup as to what is going on. There is very little oil activity in
the Kansas-Texas area, and the drought is essentially over.

Representative SNOWE. You do not think it is related at all to the
overall national economic circumstances?

Mrs. TEETERS. Of course, it is. As you slow down the national
economy, as we have done since 1988, this reflects in each of the
regional areas, also. But some of the regions are stronger than
others. Some have more international trade.

One of the interesting things in New England is that exports are
going to turn around. One of the largest exports out of Boston
Harbor is fish which is flown to Japan. The amount of freight out
of Boston by air is now larger than what is going out by rail.

Representative SNOWE. That is incredible.
Mrs. TEETERS. I agree.
One of the nice things about New England is that the experience

they had after World War II caused the development of local coun-
cils on economic growth. The Federal Reserve Bank of Boston is
deeply involved in them. Thus, you have in the New England area
groups of very concerned people that include the financial institu-
tions, the universities, and the industrial groups that monitor the
economic health of the area. And so soon as the economy begins to
turn down, the FSE groups revive at a rate that is really amazing.
They simply come out of the woodwork, regroup, and start to work
to recast New England.

Mr. Wyss. I should say, like IBM we do fairly extensive regional
forecasting for each of our clients in our regional operations. We
basically say the same thing that you've said, for a while now.

The study in Boston hits home very easily. New England is in a
recession. Texas has not had much of a recovery. In this whole eco-
nomic expansion certainly since 1985, Texas has been effectively in
recession. But at the same time, that is being offset by a clear ac-
celeration in the Southeast and continued strength on the West
Coast.

The whole economic expansion since 1982 has looked like a recip-
rocating engine: every time one part of the country goes down, an-
other part seems to pop up. I think we're seeing that now.
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New England had been leading the expansion. A year ago, we
were still talking about the "Massachusetts miracle." Now, it's
New England's turn to go into a slide. It's going to be a temporary
slide. I don't think it means the economy is heading toward a reces-
sion.

Representative SNOWE. We are facing an unprecedented situa-
tion in our own State-you know, historical performances-but it
bothers me, because I see the concern. It even goes beyond some of
the tangibles, like defense cuts and so on, which we haven't even
faced yet. We have not even confronted that prospect, even in our
own State and throughout New England. Those decisions have yet
to be made.

You add that to an already difficult situation, and it's very diffi-
cult to comprehend what the situation will be for the future. But I
see an overall lack of confidence in the economy right now. People
are pulling in every direction. They are not spending, they lack
confidence in their institutions, because they didn't make adequate
decisions.

With developers, for example, I mean three out of the eight de-
velopers in the State of Maine probably will be insolvent at the end
of this cycle. That is the same as is happening in Massachusetts
and many other States. People are just not spending. They are
showing their concern about their job security, and what the future
portends for them.

So then we have some difficult decisions to make here concern-
ing deficit reduction, which we really haven't pursued this morn-
ing. And I would like to have you address, exactly how do we ap-
proach deficit reduction this year? Is it very important to meet
Gramm-Rudman targets? Should we go beyond that? Should we be
expected to go beyond that? And how does that play into the over-
all circumstances of our economic problems?

Mr. KUDLOW. Before we get to the budget picture, I wanted to
respond to your Northeast perspective, which I share. I think there
is a fiscal policy problem that has developed in the Northeast
which, if it is not corrected, is going to forebode probably a longer
term underperformance.

And as much as I worry about the problem, I guess I am glad to
say, at least for these purposes, it is a bipartisan problem. Frankly,
both Republican and Democratic State executives have not done a
good job of fiscal management over the past 5 years.

In almost every case when we look at this, from Maine on down,
excellent economic growth in the first half of the 1980's created a
tremendous surplus of revenues above expectations, but it was very
badly mismanaged in the second half of the 1980's.

Every single one of those States suffers from this, and no matter
how crusty and curmudgeonly. New Hamsphire, the same thing,
large State spending. Maine, New Hampshire, Vermont, Massachu-
setts, New Jersey, New York, and Connecticut.

Representative SNOWE. Unlike the Federal Government?
Mr. KUDLOW. The odd thing is, though--
Representative SNOWE. At least they have to balance their budg-

ets; right?
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Mr. KUDLOW. Yes. But if you look at Federal spending, Federal
spending trends in the last 5 years are much better than Northeast
government spending trends.

Representative SNOWE. What about all the needs that the Feder-
al Government has curtailed or terminated?

Mr. KUDLOW. Whatever the logic and the arguments are-and
one -can make arguments on all sides-the figures show State
spending growth right up and down the Eastern Seaboard.

I just want to remind the Joint Economic Committee, there was
some excellent work done in the 1980's by an Ohio University pro-
fessor, Richard Vedder, who presented studies to the committee
with respect to State and local spending and tax policies, and how
incentive structures and other issues could affect regional growth,
and how regional growth differentials can develop with respect to
national growth.

At the moment, on the tax side particularly, the work done by
the Intergovernmental Advisory Commission here in Washington
shows that the tax structure of many of these Northeast States and
as a region is not competitive with the rest of the United States,
and is increasingly losing. That is an important issue.

Representative SNOWE. What do you mean, the tax structure?
Mr. KUDLOW. Measured in a variety of ways, measured as indi-

vidual and corporate tax rates, measured as property tax rates,
sales tax rates, measured as the incidence of taxation on a per
capita basis and per $1,000.

Representative SNOWE. Are we a high tax or a row tax?
Mr. KUDLOW. Very high tax.
Representative SNOWE. That is right, because we have no choice.
Mr. KUDLOW. Again, I am not in a position to argue.
Representative SNOWE. I understand that. But it depends on the

quality of life that you want for the people who live in that State.
Those are some of the choices that we have to make.

Now, you look at the State of New Hampshire. The State of New
Hampshire has a property tax. It does not have a sales tax, it does
not have an income tax. And they are facing the same problems.

So to say that what the Federal Government does is entirely un-
related to the situation in the Northeast is ignoring reality. I am
just telling you that the 1986 Tax Reform Act changed the whole
tax code in the State of Maine, which required a return of almost
$100 million to the taxpayers from overcollection.

Mr. KUDLOW. The fact remains that these States are making in-
dependent tax and spending policies, and their rates and incidence
of taxation and spending are now increasingly out of line. When I
say national, I do not mean just the Federal Government, I mean
the national average, with respect to other regions of the country.

And the work that was shown to this committee by Richard
Vedder in the early and mid-1980's, which has been corroborated
by other academic work, shows that regional fiscal policies play a
major role in regional economic performance. And I think this is a
crucial point.

Because I think whatever is going to be done on the tax and
spending side, the issue of regional competitiveness and regional
fiscal policies is a crucial issue.
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Representative SNOWE. I do not dispute that, whatsoever. But I
do not know what you would suggest all of these States to have
done, just out of curiosity. Because it is sort of separating what the
Federal Government has done and what the U.S. Congress has
done impacting these States.

You have to look back at the past decade. Many would suggest
that it was the tax cuts in 1981 that contributed to the size of the
deficit. The inference is that we have had to cut back on Federal
spending. Now, the State government establishes a certain level of
taxation, the revenues come in, and you can either choose to give it
back as we did in our State, or you can also improve the social ob-
jectives of a given State.

Mr. KUDLOW. I can tell you the numbers on these State budgets
show clearly that they have grown far beyond not only the rate of
inflation, and far beyond the national average of all 50 States, but
also they have grown well beyond any comparable redistribution of
Federal funds.

In other words, you are talking about, in almost every case, 10,
12, or 13 percent annual growth in State budgets in the last 5
years. And I think it is very hard, even though I am not an expert
on each State and I am not arguing the merits, the specifics for
your State-I know more about New York and the others-it is
very hard for me, in a macro sense, to suggest that mistakes have
not been made here in the tax policies, of course, because of the
strict budget balancing laws. Tax policies play right off the spend-
ing policies.

In terms of quality of life, that is a hard one to measure. We
could probably have a whole long discussion about that. But cer-
tainly, one of the ways to measure quality of life is just basic eco-
nomic indicators, income, job creation, per capita disposable
income, and so forth.

My concern here is that the deteriorating Northeast perform-
ance, because of certain fiscal policy mistakes, is not going to be
simply a function of the down part of the business cycle. It may go
on.

Mrs. TEETERS. May I address your other question on the Federal
budget?

Over the years, working in Washington, and now in the private
sector, I have heard the forecast that if you go far enough out into
the future the budget always balances and it never does. In the
early years, we used to get fiscal surpluses; however, in the decade
of the eighties you had a combination of very large tax decreases in
the early part of the 1980's, and 4 years of increase in defense that
averaged in nominal terms, 14 percent a year. Just arithmetic of
that produces huge deficits.

In the last 4 years, a cap has been put on defense, basically with
an adjustment for inflation and some real growth. If you cap de-
fense at that particular level and if you don't lower the Social Se-
curity taxes so that the increasing Social Security surpluses are re-
tained, we can get a balance in the Federal budget by about 1993
or 1994. It would also require that any new programs, such as cata-
strophic medical insurance, would have to be self-financed. That is
apparently what the Senate Finance Committee has been doing.
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I also pointed out earlier, we never got those budget surpluses,
because they were spent for increased expenditures for another
program or handed back as reduced taxes in some cases. A plan in
which you bring the budget closer to balance is more realistic. To
get a government sector which is balanced, State and local govern-
ments produce through their pension funds surpluses of about $65billion a vpqr. To netM P haanced l c-v-rnmct 5eci-, yuu sqee Lhe
Federal deficit below $65 billion. The Government sector in total
would no longer be a net user of savings.

Mr. Wyss. Going back to the original question, which is, is it es-
sential to maintain progress on Gramm-Rudman, I think the
answer is, yes.

One of the reasons is that we have become very dependent on
foreign capital markets, and to regain the confidence of those for-
eign investors I think we have to continue to show that we are get-
ting our budgetary house in order.

I think that can only be done if the budget deficit continues to
shrink. I think that if you cause a significant inflation in the
budget deficit, you would see a significant outflow of Japanese
money from this country, and a significant impact on bond yields
and the value of the dollar.

I would like to point out to Larry Kudlow one thing. In the past
5 years, the average tax rate in New England has been dropping.
From actually being well above the national average at the point
that study was done, Massachusetts now ranks 37.th in the percent-
age of State taxes taken out of income in the 50 States. I think it
ranked 13th in 1985.

The fact of the matter is that politicians, when they see-and I
hate to say this-revenue coming in, they have a tendency to spend
it. They are always working on programs.

The money that came in was very much spent on projects which
were not done, which did not contribute to the quality of life, but it
was largely spent. Now, that money is not coming in any more, and
making the adjustment is very difficult.

Representative SNOWE. Government cannot create enormous sur-
pluses. There is no justification to having surpluses. Right? Either
you lower the tax rates, or return the money to the people, or you
spend it on projects.

Frankly, just looking at a recent national survey that indicated
that people do not expect to have their tax rates lowered, they are
not looking for that. They do not want to see their tax rates go any
higher. They are willing to sacrifice, you know, their taxes for the
greater good, to do certain things.

Recently, there was a poll in Maine. Ten years ago, people were
not willing to give up their jobs to preserve the environment;
today, they are willing to give up their jobs to preserve the envi-
ronment. If it means a question between a job or doing something
to enhance the environment, they would give it up. And I think
that people are looking at the quality of life.

All of the things cannot be done at the Federal level. Just in
cases of Medicaid, for example, those costs have gone up astronomi-
cally. Talking about the homeless, the uninsured-we could go on
and on, an endless list of programs that the States are now having
to absorb as a result of the Federal cutbacks.
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Now, in addition to that, you are going to see obviously a re-
straint on defense expenditures. That has even yet to come certain-
ly in our State, and certainly it varies in New England.

Mr. Wyss. It would be nice if the States could set up the funds
that Connecticut has done, or you could store the surpluses. The
problem is that you can hardly justify storing up enough of a sur-
plus to make it through the bad years.

Representative SNOWE. With the State of New York, it is prob-
ably a couple of billion dollars, but it certainly wouldn't cover some
of the losses of expenditures. It was unprecedented to have any
years that you did not have growth over the previous year in the
history of our State. So I think that is a very difficult circum-
stance.

Thank you.
Representative HAMILTON. Congressman Upton.
Representative UPTON. Thank you, Mr. Chairman.
I am now late for an 11:30 meeting. I do not intend to take long.
Mr. Kudlow, good to see you again, my former colleague. We

spent a lot of time on capital gains this morning, and I do not
intend to spend much more, but I do have a question in that area.

As you formulated your real growth rates, most political pundits,
I would think, around the country, both Republicans and Demo-
crats, would agree that capital gains are going to have to be tied to
family savings. I think that the tea leaves show that it is going to
happen.

I am surprised when you say, if it comes about, you are going to
immediately revise your forecast upward. That is a little rosier
than perhaps your colleagues at the table this morning. Are you
really expecting to revise it if that happens? Aren't you sort of
banking that that is going to happen?

We had the votes in the House last year, by a good margin, and a
majority in the Senate. Only parliamentary procedure actually cur-
tailed it.

Mr. KUDLOW. As I demonstrated over and over again, I am not
very good at political forecasting. If I had had this conversation
with you 2 weeks ago, I would probably-it would have had a
higher probability for passage. I am still quite optimistic about it,
but I sense that there is a new ingredient of uncertainty that has
been thrust into the discussion, with respect to possible Social Se-
curity reform and related matters.

Representative UPTON. That was my next question.
Mr. KUDLOW. I do not want to coin any phrases about dropping

handgrenades into the legislative process, but the fact remains. I
said there is a little more uncertainty, but I hope you are right. I
sincerely hope you are right.

As an economic forecaster, we start each year, we think of these
things, what Federal changes will occur, in very qualitative terms.
The capital gains tax, and depending on when the tax is imple-
mented, grandfathering rate structure, permanent versus tempo-
rary, all of these factors and specific provisions-I would be in-
clined to raise my output really for the GNP by half a percentage
point.

Representative UPTON. Let me go back to Representative Snowe's
question on Gramm-Rudman. We have seen some gimmickry, cer-
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tainly, in the past, offbudget, onbudget. Now there is a new one out
there with the RTC. Perhaps Congress in legislation this year will
allow them to purchase assets and sell them off, so it can be consid-
ered lower. This has already passed the deadline for fiscal year
1990-91.

One of the things the Moynihan proposal, which obviously would
reduce revpniprq tn thp nverall Trenvi , by _. $K bi1!ics, with
no offset immediately, unless you take the Hollings proposal-how
important is it to Wall Street and the private sector that Congress
really tries to stick with the deficit target?

A CEO I know has pointed out a $138 billion deficit for next
year. What caution flags would you raise? How do you all in New
York and other places take Gramm-Rudman? With a grain of salt?
Congress acting as usual? I am also interested in the Moynihan
proposal.

Mrs. TEETERS. On the editorial page of the Washington Post this
morning, Robert Samuelson, whom I view as an excellent commen-
tator on economic development, gave what I think is the most clear
explanation of what the social security problem is.

Representative UPTON. Herb Stein has another good one today.
Mrs. TEETERS. It is a tax and transfer program. The mythology

that built up in the 1930's that it was an insurance program really
was to get it passed 55 years ago. If you really look at the situation,
the question is, what do you want the tax structure to be? The
Social Security structure tax is the most regressive tax among the
family of taxes that we have. In 1950, when it finally went on pay-
as-you-go and also started paying the benefits-no benefits were
paid basically between 1936 and 1950-the Social Security tax at
that time was approximately 1.6 percent of GNP.

The individual income tax weighed in around 6 percent of GNP.
The corporate taxes were about 4 percent of GNP, and the miscel-
laneous highway taxes and things of that sort were around 3.5 per-
cent. It added up to close to about 15 percent of GNP in Federal
taxes.

At the present time, Social Security is 7 percent of GNP. The in-
dividual income tax is 81/2 percent. The miscellaneous is still about
1.5 percent. The corporate is only about 2.0 percent. So you had a
major shift in where we have taken in our revenue. And we may
want to do that, but we do not want to do it under this mythology
that we have this insurance fund out there.

What you basically have is a transfer to the elderly from the
working population. It is on the replacement ratios that the bene-
fits will be counted: How much of the working wages are you going
to replace? The surpluses in the Social Security funds strike me as
being quite dangerous; not only because it is going to be misleading
as to how the Government actually is financed, but also because
the elderly are getting to be a larger proportion of our population.
They can put a tremendous amount of political pressure on the
Congress to raise their benefits. Then, when the "baby boom" hits
us in 2020 and after, we will not have a comparable amount of re-
sources to support them, since we will have a smaller working pop-
ulation.

I do not know how we even talk about the actuarial soundness of
Social Security. In the 1988 report of the Social Security trustees, it
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is very interesting that there is almost a plea by the trustees to
look at the system in a rational way and get away from the old
actuarial assumptions which really do not apply to a public pen-
sion fund.

I think you have a crisis of a different sort coming along. The
crisis of Social Security in the early 1980's was not because of popu-
lation distribution. It was basically a situation in which the infla-
tion went up faster than the wages, so the benefits went up faster
than the revenues. Any such system will break down if the prices
are rising faster than wages. But the solution enacted was based on
the demographics of the baby boom coming up to retirement in the
2020's. I think it was a major mistake.

Representative UPTON. Mr. Wyss.
Mr. Wyss. I am a little concerned, because I think myths are im-

portant. I do not think there is much argument about the econom-
ics of the situation, but we really have a transfer program, because
everything has to be financed out of current income in some ulti-
mate sense.

Everything that is going to the elderly who are receiving Social
Security comes out of the pockets, the goods available, of those who
are not in the elderly population.

But the fact that there is an actuarial basis at least provides, No.
1, some reason for setting a specific tax rate; also, No. 2, I think
some assurance that eventually the benefits will be paid. That is a
political argument, that they have been paid for in the past.

I think this is really a political question, rather than an econom-
ic question. The economics concern the overall size of the budget
deficit much more than they do whether the money is in the Social
Security trust fund, or any other trust fund.

There is a longer term issue, though, which is that these bene-
fits, when they come due for the baby boomers out in the 2010 and
thereafter, are going to have to come out of current production. If
there is not more investment being done now in order to increase
the size of that future production, there is going to be a very seri-
ous problem once we hit that area with what it does to the aftertax
available income of the working age population. And I think that is
a bigger question, and that is why a lot of economists have wanted
to use that surplus effectively, to add to the overall national sav-
ings rate.

That assumes that we can somehow get the rest of the deficit
back to balance, however, and we are so far away from that I am
not sure it is worth making that argument. That is adding to a de-
pressing problem.

When Wall Street looks at the deficit, their worry is whether
progress is being made. I do not think anybody on Wall Street ex-
pects the Federal Government to meet the Gramm-Rudman targets
in fiscal 1991 or in fiscal 1990, for that matter. We know there is
going to be slippage, we know there is going to be cheating, we
know there is going to be smoke and mirrors.

What is important is that it be kept to an acceptable level of
cheating. So far, I think it has been. But probably the key to that
is to make sure that the deficit keeps going down; the speed at
which it goes down is probably secondary.

Representative UPTON. Mr. Kudlow.
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Mr. KUDLOW. I think, from a fiscal policy standpoint, maintain-
ing the Gramm-Rudman targets is a very important priority. And I
take the contrary view: that the Congress has actually done a
pretty good job, even though it has been a very imperfect perform-
ance.

When you look at the overall spending trends, Federal spending
trends. what vou qP ij tfhnt sinee the ince-pien of cram.-. Ru- mn-
Hollings, which was passed in late 1985, the rate of growth of Fed-
eral spending has declined significantly. It is growing at just under
5 percent for the last 4 fiscal years.

In the first half of the decade, it ran 9, 10 percent, and was even
higher in the late 1970's. So I basically feel that Congress has done
a reasonably good job, and I think it has improved the Congress'
credibility.

My own sense with respect to Gramm-Rudman's imperfections, is
that it would be very useful to close some of these loopholes. In
particular, the loophole that concerns me the most is the idea that
if you make a forecast at the end of the fiscal year for the year
ahead, then after the policy process is completed what is essential-
ly a forecast becomes the Gramm-Rudman decision. That I think is
where some mischief has been made and some mischief can be
eliminated.

Most States we are talking about, most States have very tough
intrayear reform processes. So that a forecasting process is not a
nominating process, you have to look at it several times over the
course of a year. That may not be so easy at the Federal level, but
it is something that should be looked into.

As far as the accounting changes, you know, going from one unit
to the other, I have heard about these things. I don't know if they
can be stopped all the time, but I think the big loophole can be
closed, and I think that would be an extremely useful thing to do.

And I think Gramm-Rudman on the whole has been an excellent
disciplining influence, putting some rulemaking into the whole
process-as imperfect as it is.

I also feel it might be useful, as a longer term project, to have a
look at the large number of committees and subcommittees in-
volved in the authorization and appropriation process.

Another colleague of ours, John Logan, has written extensively
about this. John and I were down last year or the year before at
the Ways and Means Committee retreat talking about this issue. It
is awful hard to try to unify a centralized process, when the au-
thorizations are so diverse. That would be another suggestion I
would make to reform the process.

As far as the market impact of this goes, you know, I have
looked at this so long. I do not think you make fiscal decisions just
because of financial markets. I think you make it so that they re-
flect sound policy.

My basic view about this has always been a balanced budget is a
good thing, it is a very good thing. I am not sure I can tell you in
strict economic terms why it is a good thing; I just think it is a
good thing.

I used to say this occasionally when I served in the Government
in the early 1980's, and my pure ideological credentials suffered be-
cause I would say a balanced budget is a good thing.
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Representative UPTON. You are still for the line-item veto,
though, right?

Mr. KUDLOW. I am for some enhanced decision power, yes. I
think it is important.

So I think it is a good thing. I don't know if I could give you a
great economic answer as to why it is good.

In terms of the level of Federal spending, on that I feel I am on
safer ground. I believe, if you can reduce or stabilize the GNP
share of government spending, that that in effect is its tax limita-
tion in action. In other words, whatever the Government spends, it
absorbs from the private economy, either through taxing or bor-
rowing.

And because of my own point of view, I think the more money
left in the private hands, the more efficient and productive the
economy is. Therefore, if we can find a way to limit or stabilize the
Government's share of gross national product-and I think
Gramm-Rudman does that-that is a very positive thing for eco-
nomic growth.

We have seen progress on this on a national income and product
account basis, from the Department of Commerce. The spending
share of GNP peaked in the 1983-85 period at about almost 26 per-
cent. For this country, that is very high. For other countries, that
is not so high, but for the United States that was very high.

Through the end of 1989, the spending share, the budget share of
gross national product has dropped to about 22½/2 percent of GNP.
If we could keep it at that level or lower for ever more, I think that
would be a very positive development that would promote economic
activity, competitiveness, and so forth and so on.

So I would not hang on interest rates. We have never really
proven conclusively that deficits have an effect on interest rates.
People have tried, I have tried. Academic people have spent many
years trying, numerous studies have been published.

Frankly, it is very inconclusive, even though my own bias is
somewhere in this equation high deficits are not good for financial
markets. That is my bias. Regrettably, I have never been able to
prove it quantitatively. But I do not think you hang your hat on
that. I do not think Members of Congress, members of the adminis-
tration, should go to the public and say, "We must cut the deficit
in order to get interest rates down." There are many other, better
reasons to cut the deficit, to constrain Federal spending.

The odd part about this is that we know when the economic cycle
turns down, whether it is soft or an actual recession, the fact re-
mains that budget deficits rise and interest rates fall.

I hate to see people make the interest rate argument, only be-
cause some wise guy out there with a less constructive agenda will
say, "See, it does not matter. Deficits do not matter. Why should
we worry about this." So I think there are better reasons to serve
and argue for deficit reduction.

I think Gramm-Rudman is something that should be institution-
alized and codified in different form. I would like to see a Gramm-
Rudman-like rule govern the budget process for the next 25 years.

Representative UPTON. Thank you
Representative HAMILTON. While you all have been at it for quite

a while, I would like to get a few questions in here for a minute, if
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I may. You have been testifying very articulately for a long while.
So I will try to make my questions fairly brief.

I take it, all of you think that the risk of a recession is low in the
1990's. That is the impression I have.

Mrs. TEETERS. It depends. It is not in the formal forecast. I never
make a forecast that has anything less than a 20-percent risk of
recession in it, because so many thins rn gn wrenc. A4 *te
present time, we have the probability of a recession occurring in
1990 at about 35 percent.

Representative HAMILTON. And that is higher than it has been
recently?

Mrs. TEETERS. Yes.
Representative HAMILTON. Mr. Wyss.
Mr. Wyss. I think we are slightly lower than that. But overall, I

would agree. There is a significant danger of a recession, probably
a very mild recession, in the first half of the year.

Representative HAMILTON. Mr. Kudlow.
Mr. KUDLOW. I basically agree.
Representative HAMILTON. You are not violently opposed to that,

anyway. OK.
In the administration's long-term economic assumptions-I do

not know if you have had a chance to see them-for 1990 they are
talking about a real GNP growth of 2.6 percent, according to one
newspaper report. Then, what they have is a 3-percent growth rate
extended out-3.1 percent in 1991, 3.2 percent in 1992, 3.1 percent
in 1993, and 3 percent in 1994.

At the same time, they have unemployment coming down mod-
estly, they have inflation coming down steadily from 4.2 percent in
1990 to 3 percent in 1994. And they have declining interest rates;
the interest rates on the 91-day Treasury bills going from 6.7 per-
cent in 1990 to 4.4 percent in 1994.

So you have their long-term economic assumptions then of
growth at about 3 percent over the next 5 years, with declining in-
flation and rather rapidly declining interest rates.

My question is, do you think that is a prudent, realistic path?
Mrs. TEETERS. It is standard. I mean, the real growth rate used to

be 4 percent.
Representative HAMILTON. What do you mean, "standard"?
Mrs. TEETERS. It is just a standard forecast.
Representative HAMILTON. I did not ask whether it was standard.

I asked whether it was prudent.
Mrs. TEETERS. It does not make much difference.
Representative HAMILTON. It makes a lot of difference.
Mrs. TEETERS. I do not think it does. Because they never turn to

be exactly what they are forecast.
Representative HAMILTON. I understand that. But as economists,

all of you highly professional, do those long-term economic assump-
tions make sense to you? Is that the kind of long-term assumptions
you would make if you were putting down--

Mrs. TEETERS. They are almost identical. They have a slightly
higher increase in output per man-hour. We are using 1.5 percent,
they are using 1.8 percent. So we come out a little bit lower than
they do. If you are going to do the long-term forecast--
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Representative HAMILTON. What bothers me about it-and you
all know a lot more about it than I do-is that you have a growth
rate at 3 percent, declining inflation, and declining interest rates,
all the way through this period. That is a 5-year period. Now, is
that a prudent economic assumption?

Mrs. TEETERS. Remember that you are talking about the adminis-
tration.

Representative HAMILTON. Right. I am using the administration
figures.

Mrs. TEETERS. Basically, what they have in their real growth is
approximately somewhere between 1.2 and 1.5 percent rate of
growth in the labor force, which is what the demographics tell you.
They have somewhere between 1.5 and 1.8 percent on productivity
or output per man-hour.

Now, the next two assumptions are things that are just pure as-
sumptions. It is to their interest to have declining interest rates,
because it reduces the outlays for interest in the budget.

Representative HAMILTON. I have that much figured out. [Laugh-
ter.]

Mrs. TEETERS. And the declining inflation rate is also to their ad-
vantage, because it holds down Social Security expenses.

Representative HAMILTON. I have also that figured out. [Laugh-
ter.] All I am asking you is, you are a professional economist, are
you comfortable with those kinds of assumptions?

Mrs. TEETERS. We have not made the assumption that there is
going to be declining inflation in our long-term forecast and we
have not made the assumption that there is going to be a major
reduction in interest rates over that period of time.

Mr. Wyss. I think the projections that currently are leaked to
the press are about as optimistic as one can get. And as far as I am
concerned, it is off the range of likely outcomes.

We are looking for about 23/4 percent growth on trend over the
next few years, assuming no major recession. Obviously, we could
have one. We are likely to have one some time in the next 5 years.
If you get growth anywhere above trend, inflation rates are going
to be going up, not down. And if inflation rates are going up, inter-
est rates are going to be going up with them.

Representative HAMILTON. Mr. Kudlow.
Mr. KUDLOW. I think the 1990 forecast is a bit optimistic. I think

it is in the range of reasonableness, but I do feel it is a bit optimis-
tic on real GNP. It is not going to be easy to get 2.6 percent, fourth
quarter over fourth quarter, even though I would love to see it.

On the other hand, with respect to the long-range estimates, my
answer is, yes, it is prudent. I think it is also internally consistent,
and I do not think it is excessively optimistic. It may not happen, it
may happen.

To me, if economic policies are steady, if Federal Reserve policy
is steady, I believe that it will be possible to have even better eco-
nomic growth. In other words, 3.1 percent over the next 5 years. I
think you can get 3.5 percent over the next 5 years.

Representative HAMILTON. Let me ask another question.
I was interested, Mrs. Teeters, in the figures you gave with re-

spect to percentage of revenues from various taxes. I think we have
them roughly accurate here.
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Social Security in the 1950's was 2 percent; now, it is 6 or 7 per-
cent. Individual income was 6 to 8 percent; now it is 8 to 9 percent.

Mrs. TEETERS. Yes.
Representative HAMILTON. OK. The corporate rate is down: 4 to 6

percent in the 1950's; now, 2 percent.
The question is, is this direction we are moving in, increasing

Social Security, a modest increase in individual rntsR nvprnll _ ,
dine in corporate rates-is that a desirable trend in the way we
tax the American people?

Mrs. TEETERS. It is a completely political decision.
Representative HAMILTON. It is not economic?
Mrs. TEETERS. It is not an economic decision. You will have some

effect on incentives, but you also have some offsets. I think the
thing that is striking is that the total share of revenue of the Fed-
eral Government has not changed a great deal.

I mean, the ratio has changed about 1 percent over a period of 30
years.

[The following table was subsequently supplied for the record by
Mrs. Teeters:]
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FEDERAL RECEIPTS AND EXPENDITURES
as Percent of Fiscal Year GNP

Total Receipts

Individual Income
Corporate Profits
Social Security
Excise/Other

Total Expenditures

Defense
Social Security
Interest
Other

Source:

1945 1950 1960

21.3% 14.8% 18.3%

8.6 5.9 8.0
7.5 3.9 4.2
1.6 1.6 2.9
3.6 3.4 3.2

43.6 16.0 18.2

39.1 5.1 9.5
0.8 4.7 4.3
1.5 , 1.8 1.4
2.2 4.4 3.0

1970

19.5%

9.1
3.3
4.5
2.6

19.8

8.3
5.7
1.5
4.3

1980

19.4%

9.1
2.4
5.9
1.9

22.1

5.0
9.2
2.0
5.9

1988

19.0%

8.4
2.0
7.0
1.6

22.3

6.1
9.2
3.2
3.8

Historical Tables, Budget f the United States

Government, Fisca
Tae 2.3 pp 28-29; Table 6.2 pp 134-140.



79

Representative HAMILTON. That is right. The figures we have
just pulled out here, 17 to 19 percent in the 1950's, an 19 to 20 per-
cent in the 1980's.

Mrs. TEETERS. You then get into a question of incidence. Who ac-
tually pays the corporate tax? Who actually pays the payroll tax?
One that does not seem to be able to be shifted very much is the
iA ~,i Aiial in nno oar T rc ar ow11 an+af +1-, cr-n+;o-1 on- ono

demic discussion of who actually pays these taxes. I do not think
that has been settled, frankly, as to who pays them.

Mr. KUDLOW. I think Social Security taxes are too high. That is
my view.

Mrs. TEETERS. It is my view, too.
Representative HAMILTON. Why do you say that?
Mr. KUDLOW. I think it is a real penalty. It is becoming a real

penalty for the work effort and for saving.
I think my home State Senator is on to something here. I may

not agree with every part of his plan, but I think the thrust of his
remarks are sound.

Representative HAMILTON. How would each of you, in a sentence
or two, describe the core economic problem confronting the United
States today? What is the heart of our economic problem?

Mrs. TEETERS. I honestly think we are doing fairly well. I think
we are getting a lot of competition from abroad, which is making
us more competitive and is making us keep our costs down.

Representative HAMILTON. So you think that competitiveness is
the core problem for us?

Mrs. TEETERS. It is part of it. But we also have a fairly low rate
of unemployment. We have a prospect over the next 10 years of
low rates of growth in the labor force and an opportunity for job
training. I think that we have the wherewithal now to educate our
children and to change things so that we can get to work on the
poverty problems.

Representative HAMILTON. I am trying to get you to tell me
where you think the real economic problem is, if any, in the coun-
try. Maybe you do not feel there is one. There is the assumption in
my question that there is a problem.

Mrs. TEETERS. I think the real problem is basically that we have
not broken the cycle of poverty.

Representative HAMILTON. You are worried about that?
Mrs. TEETERS. I am very worried about that. And I think we have

a continuing unemployment problem among minorities that has
not been approached, that do not have an educational system that
breaks into that particular problem.

Representative HAMILTON. How would you express that, Mr.
Kudlow?

Mr. KUDLOW. I would say, inflation uncertainty remains my big-
gest concern in the 1990's. I think we need a clear sense of stabiliz-
ing the value of money and prices, and I really believe zero infla-
tion is a crucial goal to the economic success of the 1990's.

If I had a second shot at it, I would probably agree with Nancy
Teeters' point. I think breaking the cycle of poverty, and minority
enterprise, minority opportunity and all that goes with it, is a
really vital issue.
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Mr. Wyss. I would say, first of all that I echo Nancy Teeters'
point, that the economic expansion looks pretty good. Economic
problems are probably less at this time than in the last 20 years.

At the same time, I have a slightly different focus. I think the
biggest macroeconomic problem remains the large imbalances in
this economy and our continued reliance on foreign capital-the
large trade deficit, and, of course, related to that the large imbal-
ance between saving and borrowing led by the Federal deficit.

On the microeconomic side, we have the same kind of imbal-
ances. There is an increasing gap between the rich and the poor in
this country. We are leaving a lot of people behind in this economic
expansion, and that is going to cause us serious social trouble in
the future, if we do not figure out how to solve it.

Representative HAMILTON. One of the things I noticed was not in
your answers was productivity. I know you understand it is impor-
tant. A lot of other testimony we have stresses that. The point I
want to make is this.

In a hearing last year, some witnesses made a very direct connec-
tion between inadequate investment in infrastructure and educa-
tion, as contributing to the less than satisfactory performance on
productivity. How do you react to that?

Mrs. TEETERS. Let me say first, I am not sure productivity is
measured right. I think we may have an economic data problem
that is overwhelming.

Representative HAMILTON. Is it better, or worse, than we think?
Mrs. TEETERS. I think it is probably better.
Representative HAMILTON. The crisis, or the statistics?
Mrs. TEETERS. First of all, in terms of measuring productivity,

there is an assumption in the Government statistics that services
have low or no productivity-you have seen the many articles that
there is low productivity in computers; I look at what my secretary
does today compared to what she did 25 years ago, and she may be
getting a comparable wage, and that wage is the same as it was 25
years ago, she is doing entirely different things.

And I think that we have basically underestimated the impact of
the computers. Obviously, I am prejudiced here, but I think we are
not picking it up.

You also have a demographic problem. As the "baby boomers
came in, we had a very rapidly growing labor force, and you got a
lot of kids working at McDonald's. We do not have many kids
working at McDonald's now and they are going to automate
McDonald's.

If you have a rapidly growing labor force, you do not put in as
much capital as you do when you have a slowly growing labor
force. So in the next 10 years, with a very slow growing labor force
again, you are going to see a lot of capital investment. I think you
are going to see rising productivity, even as they measure it now.

Representative HAMILTON. So you are really saying, we do not
have that much of a productivity problem.

Mrs. TEETERS. We do not know whether we have a productivity
problem, because nobody has been able to explain why it changed,
when there is good reason to think that it is measured wrong.

Representative HAMILTON. Is it something that Members of Con-
gress ought to be concerned about?
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Mrs. TEETERS. I think you ought to give some money--
Representative HAMILTON. I am not talking about measurement,

now. Is it something we need to be concerned about, to get the Na-
tion's productivity up?

Mrs. TEETERS. I think you need to be concerned about it, but I do
|not know how big a problem it is.

Mr. Wyss. One thing that is interesting is that. if vou look at
manufacturing, where we feel that we have a good idea of how to
measure productivity, you cannot see any slowdown in the produc-
tivity trends.

Representative HAMILTON. That is pretty good; isn't it?
Mr. Wyss. It is pretty good, and it is about the same that it has

been since World War II. There is no slowdown in the manufactur-
ing sector.

Mrs. TEETERS. I think that is because they are attributing to
manufacturing productivity that should be going elsewhere.

Representative HAMILTON. Do you worry about inadequate in-
vestment in infrastructure?

Mr. Wyss. Yes.
Mrs. TEETERS. Yes.
Representative HAMILTON. There is an area where all of you

agree.
Mr. Wyss. When bridges fall down on highways that I drive on, I

worry a lot about it. [Laughter.]
Representative HAMILTON. Your comment, Mr. Wyss, interested

me, on inflation. I think I quote it right: "In spite of the brave talk
of zero inflation, the Fed seems willing to accept a stable inflation
rate if the alternative is a downturn in the economy. If the Fed
were serious about a zero inflation rate, it would be tightening."

Have we come now to accept a 4-percent inflation as perfectly
OK? Some of us can remember back when President Nixon put
wage and price controls on. What was the inflation rate then?

Mr. Wyss. 4.1 percent.
Representative HAMILTON. Today, we congratulate ourselves for

4.3 percent, or whatever it is.
Mr. Wyss. I think that is very true. This economy got adjusted to

a much higher inflation rate. It is going to take a while for us to
get unadjusted to the idea that 4 percent is good. Four percent
looks very good compared with the 10 percent that we were looking
at 5 and 10 years ago.

Because of that, I think the Federal Reserve feels-and I think
rightly so-that there is not political consensus in this country to
put the economy through a wringer to reduce the inflation rate
further.

Mr. KUDLOW. My first priority when you asked that question ini-
tially was fighting inflation. So I want to return to that.

I do not believe that economic growth causes inflation, by the
way. Let me make that point very clear. I think there is a great
opportunity for this committee, which down through the years has
had leadership on so many of these big, macro-type issues, to go
through a thorough overhaul of monetary policy, domestic and
.international.

By that, I mean not just the conduct of Federal Reserve policy,
but how do we reach zero inflation, which should be our national
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goal? What are we going to do about wildly fluctuating currency
exchange rates, which I think are extremely destabilizing to every
single country in the world? And most importantly, how we can get
interest rates much lower in the 1990's? Because after all, from an
economic impact standpoint, nothing is more important than get-
ting interest rates down.

A 4-percent mortgage rate is going to solve a lot of housing prob-
lems. A 41/2- to 5-percent corporate bond rate is going to solve a lot
of investment problems. A 4-percent tax exempt bond rate is going
to make infrastructure financing and building a lot easier in the
1990's and the next century.

But all of these issues in my judgment revolve around the mone-
tary nexus.

Representative HAMILTON. You do not make much of a connec-
tion between the deficit and interest rates? In other words, you
want to get interest rates down; the deficit is not a big factor
there?

Mr. KUDLOW. No. In my visceral computer, I make a connection;
I always have. But in my quantitative professional work I have
tried. I think if you had to weigh the two, Mr. Chairman, monetary
and the deficit, for the impact on interest rates, my own view is
that by far the larger influence on interest rates comes from the
monetary side.

Representative HAMILTON. The White House called on the Feder-
al Reserve to lower interest rates, Mr. Fitzwater's statement. Do
you agree with that? How did you react? Or, do you just want to
give the reaction when you saw it?

Mrs. TEETERS. Remember that the power to control the money
and the value thereof was given to Congress by the Constitution,
and the Federal Reserve--

Representative HAMILTON. Most people say it is a good thing we
do not. [Laughter.]

Mrs. TEETERS. The Federal Reserve operates under powers dele-
gated to them by the Congress.

During the period of time Mr. Regan was the Secretary of the
Treasury, every 2 weeks we had a different view from the adminis-
tration. I do not think the administration's jawboning the Federal
Reserve accomplishes anything, frankly.

Mr. Wyss. I think my reaction was, business as usual. I have
never heard the administration, any administration, call for higher
interest rates. I think right now the Federal Reserve has done a
very good job in controlling monetary policy over the last few
years, and I think they deserve a chance to continue to do that.

Representative HAMILTON. Mr. Kudlow.
Mr. KUDLOW. This will dovetail to your point.
Representative HAMILTON. I read it, and I say, "Why do they?

What is the purpose?"
Mr. KUDLOW. I think Presidents and Treasury Secretaries and

Members of Congress have a right to talk about monetary policy. I
do not think it is a holy preserve.

Having said that, I think President Bush is wrong on that. I do
not regard his remark only as a political desire for lower rates, I
think he is in fact trying to nudge the Fed toward a more aggres-
sive easing policy. And a very important development in the finan-
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cial markets is that in the last 3 or 4 weeks since the Fed eased the
last time, as measured by reduction in the Federal funds rate
from 8'/2 to 81/4 percent, the bond market has fallen apart.

Private market rates, private open market rates from 5 years
and out on the yield curve have risen significantly, particularly in
the 10- to 30-year area, which is so crucial for home investment
and company investment.

You have had a 60 basis point rise from 7.8 percent of a 30-year
Treasury bond to, as of this morning when the market leveled off
another half-point, 8.4 percent. That is occurring at a time when
the economy is generally weak, which means it is unusual that in-
terest rates would go up in a weak economy.

So I think that the White House is dead wrong on this. I think if
the Fed pushes down artificially on the Fed funds rate and pumps
too much money into the economy, inflation expectations will rise
and the policy will backfire, and interest rates will go up, instead
of down.

Mrs. TEETERS. Let me add one more thing to what Larry Kudlow
is talking about. There now really is an international capital
market and it is very fluid. I think the demand for capital is above
the supply of capital on a worldwide basis, particularly as Eastern
Europe and the developing countries are added. I do not think you
are going to get the rates back down to the level that he is talking
about. I also think that the conduct of monetary policy is no longer
something that is a domestic policy. I think it is intertwined now
with the international monetary operations. International mone-
tary policy is increasingly established by the G-7. We cannot carry
out an independent monetary policy in this country unless it is
agreed to by the major trading partners around the world.

Mr. KUDLOW. That is a very important point. Because, while I
agree with the globalness with this analysis, the dollar is still the
principal transaction currency, it is still the world's reserve curren-
cy, both in the commercial sector as well as among central banks.
That means, whatever our Federal Reserve does has a dispropor-
tionate significance on the foreign monetary inflation situation.

I am prepared to argue that the reason bond rates have gone up
globally in the last 4 weeks is the concern of the world, of the one
world market that Nancy Teeters described that the Fed is creat-
ing too many dollars. That in turn is going to reinflate world infla-
tion. The White House is pushing the Fed to reinflate far beyond
any responsible policy action.

And all this boils down to my plea to the committee that you
have the mandate and the ability to undergo a thorough interna-
tional monetary review. Because I think these things, for whatever
reason, are not being looked at in total, and they really are impor-
tant.

Representative HAMILTON. Let me ask you this, just to pursue
that point a moment. If you have, for example, tight money policies
in Japan and Europe, and they cause recessions in those areas,
would that cause a recession in the United States?

Mrs. TEETERS. We have tried to look at this. It is very difficult. It
was not until 1973 that you began to have worldwide recessions.
Before 1973, Japan and Europe were basically having growth
cycles, as they recovered from World War II. But 1973-74, the
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period of the first oil shock, and 1979 and 1980, the second oil
shock have both been times in which the recession has gone world-
wide. Based just on two episodes, it looks as if it either starts or
occurs simultaneously in Japan and the United States, and then
spreads to Europe. In 1986 the slowdown that we experienced was
not a recession. We had a growth cycle in 1986. That too seemed to
start simultaneously in the United States and Japan, and then
spread to Europe.

The thing that I think hooks it together-it is almost overwhelm-
ingly important-seems to be the transmission of interest rate
changes. At the present time, my judgment of what is going on is
that the G-7 made an agreement whereby the rates have been
raised in Germany and Japan and have been decreased in the
United States in order to bring about a decrease in the internation-
al value of the dollar.

Chairman Greenspan complained about this in the Moscow
speech. The dollar has depreciated against the European curren-
cies. It has not budged against the yen. You may get another move-
ment in interest rates-a sort of twisting of interest rates in order
to manipulate the international currency values.

Mr. KUDLOW. I think right now in the current monetary situa-
tion, monetary coordination between the Federal Reserve and
Treasury is at a low ebb. I think this is a very serious problem. It
impacts and comes together with respect to exchange rate prob-
lems.

I think the Treasury Department is conducting an exchange rate
policy for G-7 which is not in accord with the desires and the views
and consensus of the Federal Reserve. I think the differences are
significant differences, with domestic and international confer-
ences.

And Nancy Teeters hit it right on the head. The Chairman of the
Federal Reserve has diplomatically tried to raise this, little calls
for help, and the Treasury Department has turned a deaf ear in
their international division. I think that is most regrettable.

I worry more about the Fed versus the Treasury right now than
I do about the White House.

Mr. Wyss. I think there is a connecting matter here, though, and
that is that you can no longer run a domestic monetary policy, and
you certainly cannot run a domestic monetary policy separate from
your exchange rate policy. And that old division of responsibility
between the Treasury and the Fed, where the Treasury runs ex-
change rate policy and the Fed runs domestic monetary policy, has
to come to an end.

Mr. KUDLOW. They are like two ships passing in the night right
now. And I can tell you, as not only a student of it but as someone
who watches it, and as someone who has good contacts in both
agencies, it is like two ships passing in the night.

I think it is ultimately the American consumers who are going to
suffer the consequences.

Representative HAMILTON. I am runing out of time, and I am
sure you are, too. I have just one final question.

Mrs. Teeters, you commented on U.S. economic statistics. I do
not know, Mr. Kudlow and Mr. Wyss, if you did. What is your im-
pression of the quality of our economic statistics?
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Mr. KUDLOW. I agree with Nancy Teeters.
Representative HAMILTON. You agree with her point of view?
Mr. Wyss. It scares me right now. One thing that scares me is to

look at the employment statistics. Those are the ones that we used
to trust the most. This year they have been averaging revisions of
over 50,000 a month.

Representative HAMILTON. WQ hAvP hqd -n ave-1llnt hbarLng.
Thank you very much for your participation. It is a pleasure to
have you with the committee.

We stand adjourned.
[Whereupon, at 12:35 p.m., the committee adjourned, subject to

the call of the Chair.]
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OPENING STATEMENT OF REPRESENTATIVE HAMILTON,
CHAIRMAN

Representative HAMILTON. The Joint Economic Committee will
come to order.

This morning the Joint Economic Committee continues its hear-
ings on the economy and economic policy for 1990 and fiscal year
1991.

We are very pleased to welcome as our witness the Honorable
Alan Greenspan, Chairman of the Board of Governors of the Feder-
al Reserve.

Yesterday President Bush submitted his proposed budget for
fiscal year 1991. The projected deficit of $63.1 billion is based on
the assumption that the economy will grow 2.6 percent between
the fourth quarter of 1989 and the fourth quarter of 1990, that both
short- and long-term interest rates will decline by a percentage
point or more between 1989 and 1990, that inflation will decline
and corporate profits will rise by 19 percent.

The weak fourth quarter growth of the economy and recent rise
in long-term interest rates both here and abroad cast some shadows
on that forecast.

Chairman Greenspan is here this morning to present his
thoughts on the economic outlook and the appropriate monetary
and fiscal policies for 1990.

The committee will now turn to Chairman Greenspan for his tes-
timony, unless either of my colleagues care to make a comment.

Congressman Wylie.

(87)
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OPENING STATEMENT OF REPRESENTATIVE WYLIE
Representative WYLIE. Mr. Chairman, I have just a brief opening

statement. I would like to welcome the Chairman here this morn-
ing and look forward to his testimony.

I can recall the sense of confidence expressed by financial mar-
kets when you were named as Chairman of the Federal Reserve,
and my perception is that sense of confidence has grown steadily
ever since, and we are glad to have you at the helm. The Federal
Reserve is widely viewed as one of the most important parts of the
U.S. Government, and its policies are probably the most critical
variables in economic policy. As such it deserves substantial credit
for the length of the U.S. expasnion in my judgment.

I will be interested in hearing your views on the state of the
economy and the role that you see monetary policy playing. I
thankfully haven't seen the direct political response of voters of
unfavorable pocketbook issues like recessions, and I am concerned
that the very high real interest rates of the last year and a half
and the wide fluctuations in money supply growth rates are caus-
ing very real problems.

We extend a warm welcome, Mr. Greenspan, and thank you, Mr.
Chairman, for the opportunity to make this opening statement.

Representative HAMILTON. Thank you, Congressman Wylie.
Before you begin, Mr. Greenspan, Congressman Upton has re-

quested that his opening statement be placed in the hearing. If
there are no objections, it is so ordered.

[The written opening statement follows:]
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WRITTEN OPENING STATEMENT OF REPRESENTATIVE UPTON

Thank you, Mr. Chairman, and welcome to you, Mr. Greenspan.

I am pleased that you could be here with us today, for several

reasons.

First, your visit comes at a timely moment -- corresponding

with the first presidential budget proposed by George Bush. As

everyone here knows, in recent years a key debate in our budget

process -- on both the spending and taxing side -- has been over

the accuracy of the economic projections for the coming year.

One result is that the forecast for GNP growth -- a dry little

figure that used to be crunched by some elf with green eyeshade -

- now is the subject of vigorous political debate. And because

of the Federal Reserve Board's role in economic trends, the Fed

Chairman often is caught in the crossfire -- as you well know.

Last week we had several witnesses here who said they

expected slow economic growth in the coming year, but not a

recession -- or, as on of your predecessors, Fred Kahn, used to

call it a 'banana.' We haven't had a banana in quite a while,

and I guess we all worry about the whether there's one just over

the horizon. If there is, you, of course, will be under pressure

to ease up on your fight against inflation and start feeding the

economy. Even though this is an election year, I am sure that

politics will have nothing to do with the pressure that will be

put on you.
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I believe the long stretch of economic growth we have been

enjoying has come about partly because of your resolve. r hope

you're able-to continue along this course if the waters do get

rougher.

I will be interested in hearing your views on the state of

the economy, and also.the role that you see monetary policy

playi:ng.

.f extend a warm welcome to you, and I look forward to

hearing your views.
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Representative HAMILTON. Mr. Greenspan, you may begin.

STATEMENT OF HON. ALAN GREENSPAN, CHAIRMAN, BOARD OF
GOVERNORS, FEDERAL RESERVE SYSTEM

Mr. GREENSPAN. I am pleased as always to appear before this dis-
tinguished committee. As you know, the Federal Reserve will be
submitting its semiannual tiumphrey-fiawkins report to the Con-
gress in just a few weeks. At that time, I'll be in a position to ad-
dress more meaningfully the tactics and strategy of monetary
policy. Under the circumstances, I thought it might be useful for
me to focus my initial remarks this morning on the current state of
the economy.

Concerns that our long economic expansion may be nearing an
end may have been intensified last week by the release of initial
estimates showing that real GNP rose by only one-half percent at
an annual rate in the fourth quarter of 1989. To be sure, activity in
that period was affected by a number of special transitory influ-
ences-the California earthquake, Hurricane Hugo, extraordinarily
cold weather, and the long strike at Boeing. But even allowing for
those factors, business activity in recent months clearly has been
less vigorous than it was earlier.

The locus of the recent softness is in what we can broadly char-
acterize as "durable" goods. Most notably, weakness has emerged
in the auto industry, and this has spread to related supplier indus-
tries, including metals, textiles, and machine tools. In addition, a
number of categories of capital goods and consumer hard goods, as
well as construction of both residential and nonresidential build-
ings have softened in recent months.

In evaluating trends in such long-lived physical assets, one must
remember that household and business users' ownership of them
does not appear anywhere in the gross national income and prod-
uct accounts; nevertheless, by providing flows of services, these bal-
ance sheet items are an important determinant of the level of pro-
duction. A fundamental characteristic of such durable items is that
demand for them is shaped in part by the size of outstanding stocks
relative to current household and producer needs. Viewed in this
light, the current economic slowdown represents, at least to an
extent, a pause in the accumulation of physical assets, a form of
"inventory correction," so that levels of ownership do not get too
far ahead of the long-term desired levels.

Because of their importance in understanding the current eco-
nomic situation, it is worth examining some of these stock adjust-
ment relationships in detail. Let me start with motor vehicles,
where manufacturers have made sizable production cutbacks re-
cently. It appears that auto assemblies in January may fall short of
a 4½2 million unit annual rate, will below the 7 million unit rate
over 1989 as a whole. The proximate cause of the recent production
cutback was soft demand and rising dealer inventories last fall.
The soft demand reflects a payback from the elevated sales pace of
the third quarter during which the use of price incentives was es-
pecially heavy on the 1989 model-year cars. Moreover, demand for
1990 model-year cars has been restrained by increases in sticker
prices, which in many cases exceeded 5 percent. However, with the
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introduction of new incentive programs, sales picked up in late De-
cember and early January. This has reduced dealer inventories to
more acceptable levels, and automakers reportedly plan to step up
production somewhat in the coming weeks.

Looking beneath these short-run variations in sales, production,
and dealer inventories, however, current and prospective develop-
ments in the auto market reflect in part longer range demand fac-
tors. Among the underlying forces are the existing number of
motor vehicles owned per household and the average age of the
auto and truck stocks. In order to see the role of these factors more
clearly, it is useful to go back to the beginning of the last decade.
Between 1979 and 1983, the number of vehicles per household-
which had been on a strong uptrend throughout the postwar
period-fell nearly 3 percent. A decline of 3 percent may not sound
very large until you consider that it represented a shortfall on the
order of 10 million cars and trucks between the actual stock of
motor vehicles and the underlying trend stock. This decline in the
per household ownership of motor vehicles was likely a result of
consumer reaction to the relative increase in gasoline prices and
the downturn in economic activity that occurred during that
period. Also, during the late 1970's and early 1980's consumers
slowed the pace at which they scrapped their existing cars and
light trucks. The combination of lower scrappage and the lower
sales of new vehicles pushed the average age of both the auto and
truck stocks up by approximately 1 year to over 7 years.

The combination of an enormous pent-up demand-reflecting the
gap between actual and presumptive desired levels of ownership-
as well as increased replacement needs associated with an aging
auto stock, provided the stimulus for the extraordinarily strong
pace of auto sales posted from 1983 through much of the remainder
of the decade. The number of vehicles per household has risen sub-
stantially, rising well above the earlier peak, and, as scrappage
rates have returned to prior levels, the average ages of the auto
and truck stocks have leveled out. This rebuilding of the motor ve-
hicle stock and stabilization in its average age suggests that the
number of autos sitting in America's driveways is adequate to meet
much of the desired demand for transportation equipment, and
lowered sales are at this point are likely to reflect primarily re-
placement needs and growth in the driving-age population.

In contrast to motor vehicles, the current slowdown in construc-
tion of new homes and commercial buildings seems to reflect a situ-
ation where earlier activity was so robust that the actual stocks of
residential and nonresidential structures exceed desired levels-at
least in some locales. Moreover, in the housing market longer run
demographic factors also are having an effect on the underlying
stock demand-especially the rate of household formation. This
rate has been slowing and will slow further as more and more of
the low birth rate cohort of the 1960's and 1970's matures into
adulthood. What this means, of course, is that we need to lower our
sights about what constitutes "normal" levels of homebuilding ac-
tivity during the 1990's compared with the 1980's.

How the broad decade averages of demand get distributed from
year to year depends in large part on financial conditions. Interest
rates on home mortgages have been around 10 percent since mid-
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1989, and so, from the homebuyer's perspective, financial consider-
ations have not varied to a great extent. In recent months, howev-
er, segments of the construction industry have reported difficulty
in obtaining credit in the wake of newly imposed restrictions on
lending by thrift institutions. Some added caution in acquisition,
development, and construction lending was called for, given the
risk- ess Or utis cvny, Quu e LdirIcuities now being experienced
by builders should diminish considerably over time as these busi-
nesses secure other financing sources for their creditworthy
projects.

Despite the reduced pace of housing construction, there contin-
ues to be an overhang of new single-family homes and condomin-
iums for sale in a few regions of the country, and rental vacancy
rates in the multifamily market remain high. But, it is important
to note that much of the market overhang is concentrated in the
northeast and shows few signs of leading to a national real estate
market contraction. The reason is that the spread of local problems
generally is limited by the geographical segmentation of real estate
markets. Because neither residential property nor occupants are
perfectly mobile, the market will not necessarily arbitrage away
price differences observed in different local markets. Hence, soft-
ness in housing prices in some areas is -unlikely to prove highly
contagious in the short run. Indeed, in most areas, and on average
nationally, real estate values have continued to increase.

In the case of nonresidential structures, there also is an indica-
tion of stock overhang, with vacancy rates for office space in metro-
politan areas at near record levels. Moreover, lending institu-
tions-stung by a long series of questionable investments-are
more carefully scrutinizing loan applications than in the past so
that highly risky projects are not getting funded as readily. Reflect-
ing these developments, building permits have turned down and
new construction spending has been stagnant over the past year in
all major sectors except industrial building.

Business demands for new equipment also reflect, to a large
degree, stock-adjustment motives. Recently available data for the
fourth quarter show that a sizable deceleration in business equip-
ment spending is underway, reflecting the general slowdown in
economic activity and expected sales. Real spending on producers'
durable equipment fell more than 4 percent at an annual rate in
the fourth quarter. Part of the decline resulted from the work stop-
page at Boeing; but even allowing for that special factor, real
equipment outlays still declined somewhat.

Looking forward, recent data are offering mixed signals about
future capital spending. For example, orders for nondefense capital
goods received in November and December show a bounceback
from the decline that had occurred in the third quarter. Other indi-
cators of capital spending, however, give the impression of softness
ahead. For example, recent declines in real cash-flow of nonfinan-
cial corporations do not bode well for investment spending in the
near term. In the 1980's, growth in cash-flow-measured as the
sum of undistributed aftertax profits and depreciation allowances-
tended to move with growth in real gross business fixed invest-
ment. Thus the recent cash-flow experience-which has signaled a
deterioration in the availability of internal funds-is one factor

29-868 0 - 90 - 4
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likely to be a restraining influence on capital spending in 1990.
Moreover, this signal is being reinforced by surveys of plant and
equipment expenditures taken this past fall that indicate real cap-
ital spending will grow less this year than last, the deceleration
being most noticeable among nondurable manufacturing and non-
manufacturing firms.

Until now, I have been sketching the negative side of the eco-
nomic landscape. Let me now suggest where we can look for more
favorable signs. First, demand for long-lived assets is still growing
in some areas, creating opportunities for strong production growth.
This is most clearly evident in the case of civilian aircraft for
which the level of the orders backlog has doubled over the past 2
years. Second, in contrast to some past cycles, we have not seen the
type of speculative buildups of materials and finished goods by
businesses that can exacerbate the effects of any weakening in
sales trends. I believe one reason for this is that thus far we have
avoided a cyclical upswing in inflation, so that the buy-in-advance
motive has been less of an influence. Third, foreign demand for
many of our manufactured products is strong. Real export growth
of manufactured goods, although down somewhat from the torrid
pace of 1988, remains sizable. Strength runs across a wide variety
of consumer and capital goods as well as industrial supplies.

Fourth, there is evidence from labor markets that the spillover
effects from durable manufacturing have been limited. Although
manufacturing employment has fallen nearly 195,000 jobs since
last March, total private nonfarm payrolls have continued to-rise,
with the increase totaling about 1½ /2million over that period. The
contribution from the health services area to the overall increase
has been especially noteworthy. Employment in medical care,
which made up about 7 percent of total payroll employment early
last year, has increased nearly 400,000 since then. Other sizable
employment contributions have come from business services and
State and local governments.

Favorable signs about the economy's economic health are also re-
vealed by comparing recent movements in an index of leading eco-
nomic indicators with its pattern of movements just before and
during previous recessions. Recently, statistical procedures have
been developed that allow such a comparison to be translated into
the likelihood of a recession. These procedures have been applied
by Board staff to the Commerce Department's index of leading eco-
nomic indicators, which comprise several real and financial market
variables. The resulting measure suggests that the probability of a
recession developing in the next 6 months increased last spring to
almost 30 percent, but according to the most recent estimates has
declined to about 20 percent.

A second probability-of-recession measure is based on a leading
index recently compiled by economists at the National Bureau of
Economic Research, which relies less heavily on data from the
manufacturing sector than does the Commerce Department index
and does not include stock prices. The probability of a recession in
the next 6 months based on the NBER index also has declined
since last spring and according to the December reading stands at
about 10 percent. Both probabilities are much smaller than those
occurring at the beginning of each of the four recessions since the
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late 1960's. For example, the probability exceeded 50 percent short-
ly before each of the previous recessions using the NBER index.

I wouldn't want to bet the ranch on such statistical measures. I
think we must continue to monitor developments closely and stay
alert to the possibility that, perhaps reinforced by some adverse
shock not now visible, the weakness in the several sectors I've dis-
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activity. But such imbalances and dislocations as we see in the
economy today probably do not suggest anything more than a tem-
porary hesitation in the continuing expansion of the economy.

Thank you very much, Mr. Chairman.
Representative HAMILTON. Thank you very much, Mr. Green-

span.
We will proceed in the committee under the 10-minute rule.
Let me direct a question first to the area that you concluded

your statement with, and that is the possibility of a recession. We
had several distinguished economists here last week to testify
about the outlook for the economy, and one of them estimated the
chance of a recession at 35 percent. I noted the figures used in your
statement from various statistical studies, which you said you
would not bet the ranch on.

Mr. GREENSPAN. Or most anything else. [Laughter.]
Representative HAMILTON. How do you describe for us the risk of

a recession this year?
Mr. GREENSPAN. First, let me say that the probability numbers

that are being used are very weak, and by that I mean they are
very general orders of magnitude, and say the difference between
10 and 25 percent or even 30 percent, in my judgment, is not signif-
icant.

I do think that what the measures suggest is that the probability
is less than 50 percent, and if we look back at the period, say, from
the early spring through the summer of 1989, it's clear at that
point that the probability of a recession, whatever it was, was
rising. As we moved into the fall you began to get the types of con-
ditions which usually signal the cumulative downturn that we so
typically have seen in our economy.

We have not seen that process accelerating. We are observing an
economy which is continuing to soften, but not in a way which is
cumulatively progressive. And to the extent that that process can
be stretched out, we will effectively eliminate the types of inflation-
ary imbalances which existed say in a good part of 1988 and the
early months of 1989 and, hence, can resume balanced economic
growth.

Representative HAMILTON. Are you less or more optimistic about
avoiding a recession in January 1990 than you were a few months
ago?

Mr. GREENSPAN. I would say that the probability of a recession
now is less. I do not think it is negligible, nor do I think that one
can just readily dismiss those probabilities as irrelevant. We are
still at risk, and as a consequence I think we must continue to
monitor, as indeed we do at the Federal Reserve, on a day-by-day
basis all of the various elements in the economic process which
could lead to a recession.



96

Representative HAMILTON. Let me turn to another problem, and
that is inflation. In 1989 we had a 4.6 percent rate of inflation.
What is your comment with respect to that performance and its
impact on the economy and how you see inflation in 1990?

Mr. GREENSPAN. An inflation rate, as I've said many times in the
recent past, Mr. Chairman, at 4½/2 percent is unacceptable. It's un-
acceptable because it is very difficult in that type of environment
to prevent it from accelerating. And should the inflation rate begin
to accelerate in any measurable form from where we are today
then I think we create the types of imbalances which indeed then
do create the type of recession which we've had in the past.

So in a sense inflation at this stage represents the greatest
threat of recession that we have because it will bring with it the
types of imbalances which turn the economy down.

At the moment I would say that the underlying cost structure is
not accelerating, but it also is not decelerating either.

Representative HAMILTON. Is a gradual acceleration in wages oc-
curring and is that having an impact on the inflation rate?

Mr. GREENSPAN. I don't think so. I think the latest data that we
saw, the so-called employment cost index, which is the broadest
measure that we have of the wage structure, actually showed a
mild decrease in the rate of wages and salaries, but for statistical
purposes, seasonally adjusted, and for all practical purposes, it has
been flat.

What concerns me is that we have been experiencing in this con-
text of a relatively stable rate of inflation a decline in profit mar-
gins, which is another way of saying that there has been a gradual
increase in underlying unit costs.

Now, I wouldn't describe them as in any way an issue of concern.
The data on costs and prices generally are reasonably stable, but
they are all at a rate of increase which I and my colleagues find
unacceptably high.

Representative HAMILTON. We've had a rise in long-term interest
rates since December, and in testimony before this committee in
recent weeks two explanations for it have been given.

One is that it is a reaction to the Fed's loosening of money
policy, the decline in the Federal funds rate, which investors fear
will increase inflation. That's one explanation.

The other explanation is based on the international markets.
They see the rise in long-term interest rates, especially in Japan,
as having an impact, and that has made the United States relative-
ly less attractive to Japanese and other investors.1

Do you find either of these explanations compelling?
Mr. GREENSPAN. It's very difficult to know precisely why in

world markets the participants do what they do. I think we can say
that a perception in the American economy of a declining probabil-
ity of recession has probably increased and the number of those
who had been expecting a significant decline in rates and who had
accumulated holdings in long-term U.S. Treasury bonds as a specu-
lative investment for that prospect, have pulled back as the proba-
bility of that occurring has fallen.

As a consequence of at least some expectation that we may be
coming out of this very soft period, there may be a modest increase
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in inflationary expectations which is embodying itself in long-term
U.S. Treasury rates.

I think similar issues are arising in Europe and in Japan, and
that has clearly moved rates higher, especially in Japan, and obvi-
ously, since we are dealing in an international market, there is
considerable arbitrage which is going on between the various dif-
L-rent+ .arket,. if ene Reks, at the exch-cre rafe stri-fi~lre, ' t'--
clear that the expected inflation rates or changes in inflation rates
are not changing significantly but that there is a general probabili-
ty at this stage of a moderate increase in inflation expectations
worldwide.

It's very difficult to ascertain exactly what various motives are
or their relative importance is, but I think that is probably the
most general expectation.

Representative HAMILTON. You don't have a concern at this point
in time that foreign investors, particularly the Japanese who are
buying up a large number of our securities, will stop coming into
our markets?

Mr. GREENSPAN. Well, I should certainly think that, if we make
our markets unattractive, they will do so. And having an inflation-
ary environment, which clearly will make the long-term purchas-
ing power of Treasury instruments less, could essentially deter
them.

Representative HAMILTON. Is that happening now?
Mr. GREENSPAN. It's difficult to say. I think that the concerns of

the Japanese investors are probably not distinguishable from the
concerns of American investors, but I do think that there is prob-
ably some element of shift by Japanese investors, as far as their
general attitudes are concerned, to their domestic securities as
their long-term rates have risen rather sharply relative to ours.
But I would not overly stress that point. There is more to this proc-
ess I think than simply a modest shift of that dimension.

Representative HAMILTON. Congress Wylie.
Representative WYLIE. Thank you, Mr. Chairman.
Those last answers caused me to move into another area. I was

with the Reserve City Bankers yesterday, and they are concerned
about foreign investors and what they will do and whether the for-
eigners who have money invested in the U.S. economy will act dif-
ferently from U.S. investors.

Now you answered it in part, but are their views different when
they look at the investments in the United States? Would a Japa-
nese investor or a West German investor look at it differently?

Mr. GREENSPAN. Do you mean look at our investments differently
from looking at their own domestic ones?

Representative WYLIE. Yes.
Mr. GREENSPAN. I don't think so. I think that they basically look

for the highest long-term real rate of return, and so long as our
markets are open and so long as the ability for them to invest long
term and then withdraw their funds, which, of course, is the basis
of our laws, they should make no distinction between domestic in-
vestment and investment in the United States. I surely hope we do
not put impediments in the way of that free flow of capital be-
cause, as I testified recently before the Ways and Means Commit-
tee, there is an accelerating globalization of finance that is going
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on. Not only is trade growing relative to domestic production and
therefore goods are flowing across national boundaries at an accel-
erating pace, but it is also true, of necessity, of finance. And if we
endeavor to block that type of flow, I think that we undercut the
growth and living standards in the United States, and it surely
does not serve our purposes.

Representative WYLIE. I think that was their concern, as to
whether our markets would remain open, and I think you've used
the key word there, rather than whether we get into protectionist
activity or protectionist measures.

You and the Treasury Department are actively intervening in
foreign exchange markets. According to your December report on
foreign exchange operations, you spent $5.9 billion to buy yen and
German marks last fall. What is the objective of such active inter-
vention in the markets?

Mr. GREENSPAN. The basic purpose is to try to avoid undue fluc-
tuations in the exchange rates. Because of the increased globaliza-
tion, it's becoming increasingly evident that stability of exchange
rates is an important goal for the major trading countries of the
world. While keeping domestic inflation under control is by far the
most important way that we all can keep exchange rates stable,
nonetheless we do employ at the margin techniques which we be-
lieve will smooth out some of the fluctuations and enhance stabili-
ty, and the actions by the Treasury and the Federal Reserve in
that regard were directed toward that purpose.

Representative WYLIE. Is that intended to stabilize interest rates,
and the reason I ask that question is how does the recent rise in
foreign interest rates affect our own monetary policy, and is that
part of the reason for the intervention?

Mr. GREENSPAN. No. The intervention was solely related to our
perception that there were elements within the market that inter-
vention could move against effectively.

Representative WYLIE. I think as you ended your statement here,
and I wasn't quite clear at the beginning, but you said you
wouldn't bet the ranch on statistical measures as to where we're
coming out, but I believed I detected a note of optimism as to how
you feel about economic activity and strength in the months ahead.

Mr. GREENSPAN. Well, I don't like to appear either pessimistic or
optimistic, but it is certainly the case that if one were to sketch the
typical pattern of American business cycle expansion and contrac-
tion, the timeframe for when there would be significant accelera-
tion of factors causing recession should have begun was several
months back, a number of months back.

However, we don't have a fixed pattern. It varies and anyone
who has been in the forecasting business as long as I have and
been chastened more times than I would like to mention, Congress-
man Wylie, doesn't take that fact in and of itself for more than a
modest element of optimism.

Representative WYLIE. Well, you noted that consumer confidence
was down in recent months, and I wonder if that in part is due to
the fact that economic activity in the last 3 months of 1989 was
somewhat depressed, and I think it was partly because, and you
can correct me if I'm wrong, of strikes at Boeing and the telephone
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companies, Hurricane Hugo on the East Coast, the earthquake in
California, and the severe winter during the month of December.

Is your optimism in part based on the fact that January has been
very mild so far and that there does seem to be a more favorable
atmosphere vis-a-vis catastrophic happenings?

Mr. GREENSPAN. No, not actually, Congressman Wylie. I think
that, in fact, while it is certainly true that January has been some-
what mimder, it s more an issue of the tact that automobile sales,
after being down and looking as though they had been really going
to hold at exceptionally low levels, have at least come back a bit,
and that's not a particularly bad sign considering their role in this
most recent period.

I must say I was somewhat heartened-perhaps that is too
strong a word-but looking at some of the underlying materials
orders patterns, they have held up somewhat better than one
would have expected, and I think what that is suggestive of is the
usual inventory backup that occurs in the durable good materials
areas has not been evident this time, at least not to the degree that
it was in previous periods.

Representative WYLIE. Thank you very much, Mr. Chairman.
Representative HAMILTON. Congressman Scheuer.
Representative SCHEUER. Thank you, Mr. Chairman.
Welcome back to us, Mr. Greenspan. Your testimony is always

stimulating and thoughtful.
Mr. GREENSPAN. Thank you.
Representative SCHEUER. Just glancing through your testimony

one gets the feeling that recession may not be around the corner,
but you get a sort of an "oochie" feeling that all is not well, and
that this isn't the typical American gutsy, muscular economy-just
putting together bits and pieces of your language. You talk about
recent softness in the durable goods market, soft demand and
rising dealer inventories for cars, demand for 1990 models has been
restrained by increases in sticker prices, slowdown in construction
of new homes and commercial buildings and reduced pace of hous-
ing construction, sizable deceleration in business equipment spend-
ing, capital spending gives the impression of softness ahead, real
capital spending will grow less this year than last, manufacturing
employment down nearly 195,000 jobs. You speak of real export
growth of manufactured goods, and that's an encouraging note.

But I can't help seeing an economy that is lax, that is not surg-
ing, that is not the typical economy that has provided an increase
in living standards, an increase in wages, and an increase in gross
national product.

From the point of view of decisionmakers in the Congress, we
look at this sort of weak, lackadaisical performance of the econo-
my, and I can't help wondering what should the Congress do that
we aren't doing now to stimulate things. Is it that we need to be
more competitive, raise educational levels, raise savings levels so
there is more capital investment to increase our productivity?

What do you see as the underlying causes for this sort of lacka-
daisical, weak-kneed, rather pusillanimous, faint-hearted level of
energy in our economy? What should we be doing that we aren't
doing and what should we stop doing that we are doing to give this
whole economy a shot in the arm?
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Mr. GREENSPAN. Well, first of all, let's remember that the econo-
my has gone through an extraordinary expansion. We have had 7
years of reasonably strong growth with rising productivity and
rising standards of living.

What we are observing now is a process of adjustment, and if we
manage to get through this period without a recession, which is the
typical process that we in the United States have had to rebalance
the system, we shall have done it by what we used to call rolling
readjustments-that is, the fact that individual industries or indi-
vidual areas would go through a recession but not accumulate into
a widespread slowdown.

But I think you're raising a much broader question about the
future, and I think I would pick up on the particular point you
raise with respect to saving. What is wrong with our economy, if
one can say there is something fundamentally wrong, is that we do
not save enough. And while there are other elements that cause
productivity to rise and standards of living to rise, there is no ques-
tion that saving and investment, and specifically it is the invest-
ment that creates a substantial part of the growth in productivity
and, hence, in living standards.

Our domestic saving has been inadequate to really create capital
investment to move us forward, and we are fortunate in that re-
spect that foreigners are putting their saving in our economy in
record amounts because they see this is a potentially expanding
economy and an economy with potentially appreciable real rates of
return in it.

Representative SCHEUER. Well, excuse me for interrupting, but
doesn't it give you some concern that we're borrowing $150 or $160
billion a year more than we are earning?

Mr. GREENSPAN. It certainly does, Congressman Scheuer.
Representative SCHEUER. And the Japanese and the West Ger-

mans are lending $150 or $160 billion a year less than they are
earning. I mean this is sort of a narcotic drug, isn't it?

Mr. GREENSPAN. I don't want to necessarily subscribe to your
choice of words, but I do agree. Look, there is no question that, to
the extent that we have a current account deficit, which means
that we in fact are taking in foreign saving, it means that we are
consuming more than we are producing in goods and services as a
nation.

Representative SCHEUER. And now, Mr. Greenspan, we read that
the interest rate differential between what the Japanese pay their
own savers and what we pay our savers is now 2 percent or less.
Might that not mean, if we want to hold onto that flow of savings
into our country from Japan and other countries, that we are going
to have to increase interest rates since we don't seem to be able to
generate enough domestic savings to fuel a muscular, burgeoning,
expanding economy.

Mr. GREENSPAN. No, that doesn't necessarily follow, but I think
what does follow without question is that we have to increase our
domestic saving either by increasing private saving, which has not
been adequate, or where government policy clearly is most appro-
priate in this respect, bring down the Federal Government deficit,
because the Federal Government deficit is negative domestic sav-
ing-very substantial negative domestic saving.
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If we could bring down the Federal budget deficit, and in fact
hopefully eliminate it and go to a surplus, that means that the
need that we would have for importing savings to finance our do-
mestic investment would accordingly decline and much of the prob-
lem that you see, quite correctly with respect to our overconsum-
ing, would be eliminated.

Representative SCHETJF.R. Tpft.' talr nbeuf th1 !tudgct dicficit and
let's talk about this morning's papers. I don't want to drag you into
a discussion on the peace deal, although I would love to. But take,
for example, the difference between Mr. McNamara's expectation
and hope that our defense budget could go down on the order of
magnitude of about 5 percent in real dollars over the next 10
years-so that we would have a 50-percent reduction in defense ex-
penditures-and the administration, Mr. Cheney, who is sort of
hovering around 2 percent or a little bit less. Obviously, there
would be a tremendous peace dividend if we could get away from
the big ticket items, the big hardware items that we still seem to
plan on continuing in the face of a Russian empire that seems to
be unraveling before our eyes, and the military threat of a major
aggressive action by the Soviet Union seems to be disappearing
into the morning mist.

Can you tell us what the differential effects on our economy
would be if we could achieve the McNamara 5 percent in real
dollar reduction of the budget over 10 years as against this project-
ed reduction of less than half of that?

Mr. GREENSPAN. Well, Congressman Scheuer, I certainly don't
want to get into a debate on appropriate military structure.

Representative SCHEUER. And I'm not asking you to.
Mr. GREENSPAN. But I think it is important to recognize that the

differences between Messrs. Cheney and McNamara probably is the
forecast that they are making of the evolution of the events that
we are all seeing occurring in front of us. There are lots of differ-
ent scenarios that can occur, and as a consequence of that, differ-
ent paths for a defense budget.

But clearly we all would be hopeful that the need for a defense
budget falls very dramatically because that proportion of GNP that
goes for armaments around the world in all countries is a net re-
duction in living standards, and that applies to us as well as to
anybody else. So I don't think it's a question of would it be desira-
ble if we could do it. The basic real fundamental question is that
extraordinarily crucial judgment about what is the state of risk in
the world and how it will materialize in the next number of years.

Representative SCHEUER. Thank you, Mr. Chairman.
Representative HAMILTON. Congresswoman Snowe.
Representative SNOWE. Thank you, Mr. Chairman.
Thank you, Mr. Greenspan for being here this morning.
Would this quarter's figures when they are released in April de-

termine whether or not we've turned the corner on a recession?
Mr. GREENSPAN. I don't think so. I think we probably will need

data into the spring to be reasonably secure in that respect because
the process that we're going through is almost glacial, and that's
probably good and not bad. And if it continues, I don't think we
.vill gct a clear fix until we are well into the spring months.
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Representative SNOWE. So it could be a better part of this year
before we actually have an understanding of where this economy is
going?

Mr. GREENSPAN. We never really know where it's going. [Laugh-
ter.]

Representative SNOWE. That I know. We certainly do here.
Mr. GREENSPAN. In retrospect it was always self-evident, but it

never is.
Representative SNOWE. Well, coming from the Northeast where

we obviously have some serious economic problems, especially in
New England at this point with revenue shortfalls and probably
unprecedented in many respects, and much of it is due to real
estate, as you mentioned in your testimony, but it also is due to
other major purchases like automobiles. For example, in the State
of Maine 35 percent of our sales tax comes from revenues from the
sale of automobiles and housing.

Well, how does that reflect on the national economy as a whole
when you see the Big Three, Ford, General Motors, and Chrysler,
who may have a drop in profits of 60 percent. How does that reflect
overall for the national economy if avoiding a recession really is
dependent on a strong consumer spending?

Mr. GREENSPAN. Well, I think that avoiding a recession is de-
pendent on more than consumer spending. It's related to exports,
and also the elimination of the negative factors. Once you start to
eliminate things that are going down and just make them neutral,
that is a net plus to the system.

Remember that at the moment the level of economic activity is
high. The unemployment rate is really quite modest and in certain
analysts' minds below the "natural rate." So we are not at this
stage in an economy which can be described as weak.

That other side of that coin is that you cannot therefore be ex-
pecting a rebound in the economy as a whole that is the typical
rebound we see coming out of a recession. It is certainly the case
that what we are going through is very slow growth and that the
pickup that will occur at some point is going to have the character-
istic of seeming that the economy is really improving significantly,
but we are not looking at, you know, 4, 5, or 6 percent annual
growth rates, which are the types of numbers that we often would
see, coming out of a recession.

Representative SNOWE. Well, do you look at regional economies?
For example, a recent Wall Street Journal article indicated there
may be as many as 34 States that are facing problems with their
revenues. Do you look at the regions in determining monetary
policy, or do you think it's just unique to that particular region?

Mr. GREENSPAN. No. Unfortunately, our monetary policy can
only be national because we are dealing with a national interest
rate, a national currency and basically national prices. Nonethe-
less, in crafting our policies, we are exceptionally aware of local
conditions because you can really only understand the economy as
a whole as a sum of its parts. Because of the very nature of the
Federal Reserve-the fact that we have these regional banks which
each have their own research departments-we absorb as a system
an extraordinary amount of regional information, which I think is
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exceptionally useful, in fact indispensable to the policy actions that
the Federal Open Market Committee is required to take.

Representative SNOWE. Would you say that New England is in a
recession?

Mr. GREENSPAN. I don't want to characterize any individual area
as being in a recession or not in a recession, but clearly New Eng-
land is in a much weaker state than it was. sind it. hnm *'n,,-d
trom a very strong, in fact almost hyper, state of economic activity
to something which is very significantly less.

Representative SNOWE. Well, I've just noticed in my own State,
for example, that people are retrenching in terms of their spend-
ing. I mean they just lack the confidence. Even though they have a
job and the unemployment rate hasn't increased significantly to in-
dicate that there is something seriously wrong in that area, people
are, nevertheless, hesitant about spending because of the decline in
the value of real estate and whatever else has happened that they
are just not spending, and I just wonder if that is a precursor on a
nationwide basis.

Mr. GREENSPAN. I wouldn't say so. In fact, if you're looking at
the full detail of what is going on in this country at all times, you
can even in the periods of extraordinary economic buoyancy find a
significant number of pockets which are doing poorly-either in-
dustries or regions. There will always be in a market economy as
diverse as ours fairly substantial numbers of pockets which are
doing far less well than the average over the country as a whole.

Representative SNOWE. What impact do you think the capital
gains tax would have on our economy at this point? Would it serve
as an appropriate stimulus?

Mr. GREENSPAN. Well, I've always been in favor of a much lower
capital gains tax rate because I think that, at the margin, it en-
courages capital investment, and my only concern, as I have stated
before committees of the Congress over the past couple of years, is
that I reluctantly, to the extent that I was involved in any discus-
sions with colleagues, acquiesced in eliminating the capital gains
differential as part of the significant decline in marginal tax rates
in the 1986 tax reform. And while I would have preferred a lower
capital gains tax rate, I thought that bringing down marginal
income tax rates was very important to the economy and I still be-
lieve that is the case.

If the cost of getting a reduction in the capital gains tax rate is
to raise that marginal rate, I would be doubtful as to the merit.
But if you're asking me would it be helpful to the economy if only
the capital gains tax rate was reduced, the answer is unequivocally
yes.

Representative SNOWE. Thank you.
Thank you, Mr. Chairman.
Representative HAMILTON. Congressman Obey.
Representative OBEY. Thank you, Mr. Chairman.
Mr. Greenspan, you have a very tough job. Sometimes you have

to exercise the use of the tools available to you within a very
narrow range given other conflicting pressures in both the world
economy and our own, and you get a lot of advice in doing that.
You get advice fromn Members of Congress, you got advice from
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some members of the Cabinet recently, and indeed even the press
secretary for the White House has given you some advice.

I'm wondering if you would like to return the favor. You do
have, depending upon what our fiscal policy is and depending upon
what other actions are occurring in the economy worldwide, you do
sometimes have an extraordinarily limited road that you can walk.

As you know, the administration this year estimates growth at
about 2.6 percent in their new budget, and CBO estimates about 1.7
percent. As I understand it, the difference in the estimates between
CBO and OMB over a 2-year period result in a difference of about
$19 billion on the revenue side for fiscal 1991.

What assumptions do you think would be the most prudent for
the Congress and the President to agree upon if we were to be fol-
lowing a fiscal policy that would give you as much room as posible
to maneuver over the next year or two in helping to manage an
economy in a very delicate situation?

Mr. GREENSPAN. Well, Congressman Obey, I think there is no
question that the lower the Federal budget deficit, the better it is
for the American economy overall, essentially for the reasons
which I discussed with Congressman Scheuer; namely, the question
of savings and investment.

The problem that you have when you go through this annual
evaluation is that implicit in the President's budget is an economic
forecast which of necessity requires that the President and his ad-
visers assume that what is requested is accepted by the Congress.

I think, as Mr. Boskin mentioned yesterday in discussing the eco-
nomic proposals of the administration, implicit in their forecast is
the enactment by the Congress of all of the proposals that are in
the President's budget.

The CBO evaluation, on the other hand, essentially makes a pro-
jection for current services and does not embody a policy imple-
mentation in its forecast, and one can very readily agree that if the
budget deficit is brought down appreciably in line with what is in
the President's budget, then the forecasts that they are making are
not by any means unreasonable. I wouldn't consider that they were
particularly inappropriate for the conditional outlook which pre-
supposes full passage of all proposals in the budget.

Representative OBEY. So in Congress' fashioning of the budget for
the coming year you would be comfortable if we assume a revenue
level for 1991 which is $19 billion above CBO's estimate?

Mr. GREENSPAN. First of all, I think that it's important for the
Congress to evaluate in detail all of the various elements, as I'm
certain you will. I don't want to stick a specific number because
I'm not sure that I would agree with all of the elements even with
the presumption of the budget change implicit.

But what I do think is crucially important is that, if we are to
meet the Gramm-Rudman targets, then it is appropriate to make a
presumption with respect to the outlook that does endeavor to en-
compass that feature in it. If you do not, the irony of it is that you
probably will achieve more with a deficit cut then the requirement
to go to the $64 billion in fiscal 1991.

Representative OBEY. Well, my concern is this. If we assume the
administration's revenue number and therefore assume that it will
be necessary to make fewer reductions on the spending side than
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would be required if we assumed a lower revenue number, then in
fact at the end of the year we would wind up with a deficit higher
than that that would meet the Gramm-Rudman target.

Mr. GREENSPAN. Well, maybe. If you're asking me would I prefer
more rather than less, the answer is yes.

Representative OBEY. We've been talking percentages in terms of
a recession, and 10 percent, 20 percent, 30 percent has been used by
aifrerent people. It we adopted the growth assumptions of the ad-
ministration and therefore the revenue assumptions, what percent-
age chance do you think we would have of then actually hitting the
required deficit reduction target for the following year?

Mr. GREENSPAN. Do you mean fiscal 1991?
Representative OBEY. Yes.
Mr. GREENSPAN. Well, first of all, I'm not sure that I necessarily

agree that if you accept their growth assumptions you would there-
fore accept their revenue assumptions because, remember, when
you estimate revenues from growth, you still have to make judg-
ments about the level of corporate profits and the level of personal
incomes that are consistent with that, and even though the Tax
Reform Act of 1986 has brought the marginal tax rates for busi-
nesses and individuals closer and there are a lot of other elements
involved in the estimate of corporate profits tax liabilities which
are not directly affected by real GNP growth rate which can affect
revenues. So I don't want to necessarily say that you lock that
closely in.

But in a general way I would be inclined to say that if we really
made the types of cuts which brought the level of outlays in line
with the President's budget, I think you would come out perhaps
not all that far from Gramm-Rudman targets.

Representative OBEY. I'll write it down and talk to you about it
next year and see where we have come out.

One other question. Does the chairman of this committee look
like a bomb-throwing institutional radical to you? [Laughter.]

Mr. GREENSPAN. Are you saying that he is but doesn't look it?
[Laughter.]

Representative OBEY. No, I'm asking how you feel about that?
Here is what I'm getting at. As you know, Representative Hamil-
ton has introduced an interesting bill.

Mr. GREENSPAN. It has come to our attention. [Laughter.]
Representative OBEY. It requires the Federal Open Market Com-

mittee to meet with the Council of Economic Advisers, the Secre-
tary of the Treasury, and OMB several times in addition to the
more formally scheduled meetings to try to establish better policy
coordination communications between the Fed and the administra-
tion. It would also require you to publish your budget in the Feder-
al budget.

Why is that not a reasonable proposition, and why would that
not lead to at least some degree of improved trust on the part of
the American public in institutions about which they have some-
times little understanding and about which there is a great deal of
mystification?

Mr. GREENSPAN. This can be addressed to the two issues that you
raise with respect to the chairman's bill. On the issue of coordina-
tion, there is a very significanti degree of coordination that goes on
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between the administration and the Federal Reserve. We meet, I
would say, fairly often. I meet with the Secretary of the Treasury
at least once and more often twice a week to discuss all of the vari-
ous sorts of issues and monetary policy is one of them. I discuss it
at considerable length with the Chairman of the Council of Eco-
nomic Advisers and the Director of the Office of Management and
Budget, and there is no lack of communication in the sense that
the views, ideas, and disagreements get fully discussed.

The issue which we are concerned about basically is that the for-
malizing of specific meetings at specific times, and most important-
ly immediately before an FOMC meeting, could become a vehicle
by which undue pressures could be exerted. I don't think frankly it
is a very major issue, but if you asked me how I would come out on
the issue one way or the other, I think that we're doing fine the
way it is. The communications issues which the chairman rightful-
ly thinks are important are being appropriately addressed. If they
were not, then I would have to rethink my position and perhaps
would come out much closer to his position on that.

On the publication of what it is that we do, we, as you know, do
have'an annual publication in which we publish in considerable
detail what the Federal Reserve Board spends, what we receive,

hat we do, and we do it for the individual banks as well.
Because such a significant part of the revenue of the Federal Re-

'erve banks and of the System as a whole is on services which we
provide to the private sector and are required to price at competi-
tive rates so as not to unduly undercut the private competition for
many of the check clearing services, for example, which we are in-
volved in, we keep a set of books which are different from the way
books are kept in the Government.

Now, obviously, we can translate everything we do into fiscal
year budgeting in precise terms as to the format which appears in
the budget. That, however, would be quite expensive.

Representative OBEY. The bill doesn't exactly require you to do
that, does it?

Mr. GREENSPAN. No, but I think the issue is essentially the ques-
tion of making projections. The major issue is the projections of our
expenses. We can do it for a short period, but extended projections
of what it is we do we find very difficult to do accurately, and the
main area of receipts, which is the receipts of the Treasury,
namely, our dividend payments to the Treasury, which is all of our
moneys other than are required for internal use, essentially de-
pends on a forecast of interest rates. We don't make that forecast.
The Treasury makes its projection of what the Federal Reserve
payments will be to the Treasury.

We had hoped that the fairly significant detail that we publish,
which is greater than most agencies, fully fulfills the chairman's
appropriate notion that we should be out in the open as much as
possible on what it is we expend money on.

Representative OBEY. I remain unconvinced, but I thank you for
your comments.

I know my time is up, Mr. Chairman.
Representative HAMILTON. I think we probably want to get Mr.

Greenspan to answer that question of whether or not I'm a bomb-
throwing radical. [Laughter.]
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Mr. GREENSPAN. If you insist, Mr. Chairman. I will acknowlege
that you show no signs of same. [Laughter.]

Representative HAMILTON. Thank you.
Senator Sarbanes.
Senator SARBANES. Thank you very much, Mr. Chairman.
Mr. Greenspan, I was interested in your response to Congress-

man Obey where you said you meet fairly often with administra-
ti- rrrescntat ..Cs and ''eatC uieiLe I 0 ll 1 lack of communication,
and then you mentioned Secretary Brady and the CEA Chairman
and the OMB Director.

Does the White House press secretary appear in those meetings?
Mr. GREENSPAN. He does not.
Senator SARBANES. Well, what is your response to an article of 10

days ago that I'm looking at, in which Marlin Fitzwater in effect
called on the Fed and said that lower interest rates are justified?
I'm interested in this process, and also interested in the substance
of this.

Mr. GREENSPAN. First of all, with the exception of, and I'm
trying to recall whether or not meetings of this group, the so-called
quadriad with the President, had Mr. Fitzwater there. I don't think
so. But he is briefed on what it is that goes on in such meetings. I
don't think I can appropriately respond to your question other
than answer to the fact that of my knowledge he was not there.

Senator SARBANES. How often do you meet with the President?
Mr. GREENSPAN. Reasonably often. I speak to him on the phone

on occasion, and I see him from time to time. I don't recall a case
in which I requested an appointment in which I was turned down.

Senator SARBANES. Now what about the substance of Mr. Fitz-
water's statement here, that lower interest rates are justified? Does
the Fed agree or disagree with it?

Mr. GREENSPAN. I would say we allow our record to speak for
itself at this stage.

Senator SARBANES. Are you then supportive of what Mr. Fitz-
water said?

Mr. GREENSPAN. I wouldn't interpret it in that manner.
Senator SARBANES. What do you think of this method of commu-

nication?
Mr. GREENSPAN. I think it's inappropriate.
Senator SARBANES. Inappropriate?
Mr. GREENSPAN. Yes, I do.
Senator SARBANES. What do you think brought it about?
Mr. GREENSPAN. I cannot answer that. I don't frankly think it's

an important issue. As I said I believe it was to the House Banking
Committee the other day, I did not consider that the President was
in fact bashing us at that time. I did not think it then and I do not
think it now.

Senator SARBANES. Because you didn't think that Mr. Fitzwater
was communicating the President's view and therefore it was Mr.
Fitzwater that was bashing you, or because you don't regard this as
bashing?

Mr. GREENSPAN. In all honesty, I know Marlin Fitzwater fairly
well, and he is not a basher by inclination. I don't consider this
particular choice of words that way I would phrase it. The Presi-
dent subsequently said that he preferred lower ihierest rates.
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Now, as I indicated to the House Banking Committee, I think we
all would prefer lower real interest rates, meaning in effect inter-
est rates adjusted for inflation expectations, which were as low as
we could make them because clearly to the extent that we succeed
in that direction, economic growth will be at a maximum.

I did not consider, for example, that the President's speech in At-
lanta, which I think was a day or so later, stated anything which I
found inappropriate.

Senator SARBANES. This article says, and I continue to quote
from it, "The comments were a clear break with past administra-
tion policy. While White House officials have privately urged the
Fed to ease, they have avoided public criticism of the Central
Bank." Do you see it as such a break?

Mr. GREENSPAN. No. I think that there have been public com-
ments here and there which I don't frankly consider to be terribly
important. I would say if you look at the overall relationship that
the Federal Reserve has had with this administration, I would say
it has been excellent.

Senator SARBANES. I understand that, but do you regard this as a
worsening of the relationship?

Mr. GREENSPAN. I do not, Senator.
Senator SARBANES. Why is it inappropriate, then, for Mr. Fitz-

water to make these comments?
Mr. GREENSPAN. I think basically because any comments with re-

spect to specific judgments as to where interest rates should go are
best done in private. I think that the choice of words that Marlin
Fitzwater used probably was looser than I think they should have
been. But I do not consider that that is an important issue, very
honestly, and I just tell you I was not particularly concerned about
it. If I were to have run into Mr. Fitzwater shortly thereafter, I'm
not even sure I would have mentioned it.

Senator SARBANES. You've made no mention of it to him?
Mr. GREENSPAN. I have not, and I frankly don't think it's neces-

sary.
Senator SARBANES. Until today.
Mr. GREENSPAN. Until today. But I mean a lot of people in this

town say things which I disagree with.
Senator SARBANES. I want to reestablish this communication be-

tween you and Mr. Fitzwater. [Laughter.] Let me ask you about
Congressman Hamilton's bill, about a provision that Congressman
Obey did not touch on. There is a provision in that bill that would
allow the President to set up the term of the Chairman of the Fed-
eral Reserve Board in such a way that a President would appoint a
Chairman a year after taking office.

I understand you oppose that provision, and I'm interested why,
particularly since both Bill Martin and Paul Volcker in the past
have supported it.

Mr. GREENSPAN. I think that is correct, and it is a very marginal
call. The issue really rests whether you want to create a problem
which would be that the Chairman would be appointed for a short
period of time, which would occur if there was an automatic ap-
pointment a year after the President took office, or whether you
want to lock in the 3 years, as the chairman says, in which the
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Chairman of the Federal Reserve Board is not subject to concern
about reappointment by the President.

My impression basically is that both McChesney Martin and
Paul Volcker agreed with Lee Hamilton on that issue. Arthur
Burns did not, and I must say I just sort of marginally come out
where Arthur Burns did.

But having said that, let me just sav verv honestlv if one has to
come up yes or no on a specific issue, and I think the weight of
evidence as I see it is no, but I will tell you that clearly it's not an
issue which I think is frankly all that important. I think there are
pluses and minuses on both sides of that question.

Senator SARBANES. Is the Federal Reserve playing any role with
respect to the Eastern European countries in giving them advice or
counsel on a establishing a modern banking system or credit
market?

Mr. GREENSPAN. We stand ready to do that and, as you know,
Senator, I spent some time in the Soviet Union discussing such
issues with them.

Senator SARBANES. With the Soviet Union?
Mr. GREENSPAN. The Soviet Union.
Senator SARBANES. What about Eastern Europe?
Mr. GREENSPAN. I have been informed that we are working

through the IMF on technical banking assistance to the Eastern
European countries.

Senator SARBANES. Which ones of the Eastern European coun-
tries?

Mr. GREENSPAN. Poland now, but we do stand ready to be of as-
sistance and will be should the issue surface as we expect it will.

Senator SARBANES. There is often talk about a package deal for
tighter fiscal policy and a looser monetary policy. Is that even real-
istic to think about?

Mr. GREENSPAN. I don't think it's necessary, and I'll say this for
this reason, that if there is a budget compromise which significant-
ly brings down the deficit, not only for fiscal 1991, but in a manner
in which the markets would perceive permanent shifts in the
trends of spending and revenues, the first thing that would happen
is that long-term interest rates would fall, I think fairly quickly,
and that would pull on short-term rates, and we in the Federal Re-
serve when confronted with those market forces would make ap-
propriate adjustments in the Federal funds rate to follow those
markets. Essentially it would be a market adjustment process.

The implication of a deal is that the markets might not respond
appropriately, and therefore the Federal Reserve should in a sense
force the markets. But the only condition which I could conceive in
which the markets would not respond is if they thought that the
budget agreement was a phony, that in effect there really was
more paper juggling and gimmickry than real deficit reduction.

Obviously, were that the case, it would be inappropriate for the
markets to bring rates down, and it would be inappropriate for the
Federal Reserve policy to respond to that. So it's not a real prob-
lem.

We have been arguing and discussing this issue at great length
for I think a number of years, and I am as convinced as ever that if
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we make a major cut in the budget deficit I think we would be sur-
prised at how prompt the markets would react to that cut.

Senator SARBANES. What is your view of the use of the surplus in
the Social Security trust fund to mask the dimensions of the
budget deficit?

Mr. GREENSPAN. Well, I think that Senator Moynihan raises the
correct issue, namely, it is fairly apparent, as a number of us have
discussed numerous times in the past, that the purpose of building
up the surplus was essentially to effectively get a mirror effect in
the physical volume of investment and the production of goods and
services so that the resources would be available to meet the physi-
cal consuming requirements of the retirees, the so-called baby
boom, as they come due in 2020 and thereafter.

To the extent that the Federal Government builds up a surplus
in the Social Security accounts which are not then used to finance
other parts of the deficit, that means that the Federal Government
is adding to domestic saving, adding presumably to domestic invest-
ment and creating an increase in the productivity and real per
capita output which will eventually provide the wherewithal for
those who are retiring in large numbers in say 30 years or more.

The problem that I have with the Moynihan proposal, unfortu-
nately, is that merely cutting the Social Security tax and going to a
pay-as-you-go basis doesn't answer how pay-as-you-go is going to
function because we are either going to have to very significantly
increase taxes at the time when the benefits are forthcoming, and
that raises some very serious policy questions about the stability of
our economy and the size of the type of tax increase that would be
required, or basically scale down benefits, or find other means of
financing.

And all I would suggest, Senator, is that before we move in that
direction, we think of the package which resolves all of these other
issues because, if nothing else other than cutting the Social Securi-
ty tax occurs, the situation which Senator Moynihan I think very
correctly evaluates is made worse and not better.

Senator SARBANES. Mr. Chairman, my time has expired.
Representative HAMILTON. Mr. Greenspan, let me go back to Sen-

ator Sarbanes' questions with respect to Marlin Fitzwater's state-
ment.

It's inconceivable to me that Mr. Fitzwater would make that
statement without the direct direction of the President of the
United States. Would you agree with that?

Mr. GREENSPAN. Not necessarily.
Representative HAMILTON. Do you think a press secretary would

get up and call upon the Fed to lower interest rates without the
approval of his boss?

Mr. GREENSPAN. I'm not sure I would interpret the phrase exact-
ly in that respect. You're asking me to certify events which I was
not privy to, and I just don't think that's something I can do.

Representative HAMILTON. All right, that's fair enough. You
have informal contacts you said, and that's the way you coordinate
your policy. During those informal contacts have any of the Presi-
dent's economic spokesmen or the President ever said to you we
want interest rates lowered?

Mr. GREENSPAN. Yes.
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Representative HAMILTON. So Mr. Fitzwater then was saying to
you what you had previously understood to be the President's
desire?

Mr. GREENSPAN. Well, I'm not saying that they are saying that
now or at that time, but in the past the answer is yes.

Representative HAMILTON. I don't want to beat that horse any
more. I just want to make clear the circum lande. iin hic, ;it
occurred. Let me go to another topic.

Senator SARBANES. Mr. Chairman, could I simply say that this
report doesn't reach to the President, but it does say that the offi-
cial said Mr. Fitzwater's comments grew out of a discussion among
senior White House staff. So it apparently was not simply a Marlin
Fitzwater solo flight into this area, but represented a concerted
judgment in the White House.

Mr. GREENSPAN. Let me say this in response to your question.
You phrased it in terms of the President and his advisers, and I
said yes. I should separate the President and his advisers. I'm an-
swering to his advisers. The President and I have had different
conversations that bordered on this, but we don't get into the detail
that I would have with the advisers.

Representative HAMILTON. All right. Let me go to another topic.
If I understood your position with respect to the President's as-
sumptions in the budget, you said that those assumptions, the eco-
nomic assumptions in the budget are all right. To get the deficit
reduction that the President favors and projects-the problem with
that, it seems to me, is that the President gets that reduction in his
budget only because he uses very optimistic economic assumptions.

Now if our goal is really to get the deficit down, wouldn't it be
better if we did not have such optimistic economic assumptions
which tend to mislead us with respect to the difficulty of getting
that deficit down?

Mr. GREENSPAN. Well, Mr. Chairman, I think you could look at it
in two different ways. I mean you can say that the $64 billion
should be a lower figure, or you can say that we should bring it
down at least to $64 billion.

I would put it this way. There is no question that the deficit is
basically sensitive to economic assumptions, and various different
assumptions will give you various different outlooks. If there is any
concern that the degree of budget deficit reduction will be inad-
equate, then there is nothing to prevent the Congress from setting
a number in its reconciliation to less than $64 billion.

Representative HAMILTON. There is a lot to prevent us from
doing that.

Mr. GREENSPAN. There is a lot to prevent you, but if the econom-
ic assumptions are something you think, and I think quite appro-
priately, have margins of error, then I would suggest that one
takes the margin of error into consideration when deciding what
the budget is.

Representative HAMILTON. I don't blame the President any more
than I blame the Congress. I think both of us adopt economic as-
sumptions that are misleading and make it more difficult for us to
get the deficit down. It seems to me the prudent way to proceed is
to adopt economic assumptions that are not on the optimistic side.
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Now I understand that the President's economic assumptions are
defensible. They are not off the wall types of assumptions. But to
the extent that either the President or the Congress adopt optimis-
tic economic assumptions on the high side, then you deceive your-
self to some extent into thinking that the job of cutting spending is
not going to be as difficult. And if you adopted say the Blue Chip
forecasts or something that is more broadly accepted, then you
would see that the magnitude of the problem of getting down to a
balanced budget, or something approaching that, is greater. That's
the only point.

Mr. GREENSPAN. Well, Mr. Chairman, in fairness to the adminis-
tration, however, I do think that if you gave to that group of Blue
Chip economic forecasters a firm commitment to take as a given
that the budget deficit would be brought down and the programs
would be put in place to very significantly lower the budget deficit,
I think you would find that the average of their forecasts would
come up much closer to where the administration is currently in
its forecast.

Representative HAMILTON. I understand that. I have a couple
more questions and I know Congressman Wylie has a question.

You're generally considered to be a consumer of economic statis-
tics, and you know we've had in this committee an interest in the
quality of government statistics. I would just like to get your gener-
al sense, as you and your colleagues use economic statistics, are we
having a decline in the quality of economic data? And I might ac-
knowledge here that the President is calling for an increase in his
budget, which I commend him for, for statistical agencies.

Mr. GREENSPAN. Relative to the changes that are occurring in
the economy, the answer is yes. By that I mean we still have very
good data in the manufacturing area and we have extraordinarily
adequate data in vast parts of our economy. To be sure, there are
certain types of surveys which we at the Federal Reserve who pub-
lish the Industrial Production Index are chagrined to learn may be
eliminated, but overall American statistics are really extraordinari-
ly good.

The problem, however, is that the nature of our economy is
changing increasingly in a manner which the old statistical struc-
ture doesn't capture. In other words, for example, a very signifi-
cant increase in the unit of production in this country is computer
software, and to try and define a unit of computer software is ex-
ceptionally difficult, and in areas such as that we need major im-
provement and a major increase in resources.

I am hesitant, however, to talk about increased Federal resources
because I think that one really has to get to the point where major
problems exist before I think it is relevant, and especially in the
context of our budget problems.

Representative HAMILTON. Are there gaps in statistical data that
affect the ability of the Federal Reserve to analyze the perform-
ance of the economy?

Mr. GREENSPAN. Some, but I think we have filled them in an ad
hoc basis probably reasonably adequately. I do think it would be
most helpful if we had in certain areas better quality data to make
judgments.
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For example, there has been a huge increase in international
transactions as the economy becomes more globalized, so to speak,
and our data systems have not fully caught up to being able to
fully evaluate all of the data that are coming in, especially in the
services area. In that sense we would think that it would be most
useful to have some improvements.

Representative HAMILTON. Mr. (PrPPnqnsn n hTue neted it
press some public statements by Fed Governors with respect to
their views on interest rates. I was just checking with JEC staff-
my own recollection is I don't really recall Fed members speaking
publicly about these matters-and I am told it may have been done
in the past.

You will recall that in the middle of this month two Fed Gover-
nors who reportedly had been proponents of easing interest rates
have recently altered their positions, if I understand the press cor-
rectly, and now oppose further reductions in interest rates.

I would like you to comment on that practice and any other com-
ment you care to make about that.

Mr. GREENSPAN. Well, I think, Mr. Chairman, there is a very fine
line here that one has to be aware of. Federal Reserve Governors
and presidents of the Federal reserve banks have over the years
been making speeches about the economy and about a number of
different issues, and I think that is most appropriate. I think that
the education process is fostered by that.

Another interesting occurrence which I don't think people are
aware of is that the ability of the so-called business press to fine-
tune statements of Governors and FOMC members has improved
dramatically and there is much greater technical understanding in
the press to read between the lines of what individuals may be
saying. And knowing full well what the two Governors to whom
you refer were saying at different times in different contexts, it
really is basically I think a heightened ability of the business press
to read between the lines, which then creates stories which I think
did not exist to the extent that they exist in today's environment
say 20 or 30 years ago.

Representative HAMILTON. What strikes me, Mr. Chairman,
about this is not the fact that a Fed Governor gives a speech on the
economy, but that they speak rather pointedly and bluntly and di-
rectly to the issue, which is interest rates, and apparently indicate
a change of position on their part. I mean that is what is really
extraordinary.

Mr. GREENSPAN. I would say that when that happens, and it hap-
pens rarely, it is usually a slip either on my part or on their part.
We try to avoid that, and regrettably on occasion we fail.

Representative HAMILTON. Congressman Wylie.
Representative WYLIE. Thank you, Mr. Chairman.
Mr. Greenspan, I think I understand where Senator Sarbanes

and Congressman Hamilton are really coming from, and that is
their perception that there is a communications problem between
the administration and the Fed over monetary policy. I think it's
not really the 'interest rate issue that they're getting at, and I
think it was I who raised a similar question in the House Banking
Committee to which you responded.
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All of us I think would like to see interest rates come down, and
I don't think you have to be a genius to suggest that lower interest
rates might stimulate the economy right now or help the economy,
but why are interest rates as high as they, are?

Mr. GREENSPAN. At the moment?
Representative WYLIE. At the moment.
Mr. GREENSPAN. I would say for two reasons. Well, no, I think

fundamentally one reason, namely, that inflation expectations are
high over the long run, higher than we would like them. They are
lower than they have been earlier in this decade, but still too high.

That has two effects. One, long-term inflation expectations
embody themselves as inflation premiums in long-term interest
rates. There is also some evidence that the higher the inflation
rate, the greater the instability in the economy, meaning the great-
er the uncertainty about the outlook, which means that so-called
real interest rates also require an additional premium.

So we are getting in effect an increase in both real and nominal
interest rates because of a view of the longer term, which is other
than an expected stable price level.

Representative WYLIE. I thought it was good to have that answer
for the record here.

I thought someone else might ask this question about the funny
actions of the bond market, using the word "funny" advisedly. The
bond market has been very weak since the first of the year and
yields have risen substantially, as you know.

Are you confident about the state of financial markets in the
United States?

Mr. GREENSPAN. Confident in what respect, Congressman Wylie?
Representative WYLIE. In the state of the financial markets given

what is happening in the bond market.
Mr. GREENSPAN. I'm still not following you. Do you mean am I

confident about their stability?
Representative WYLIE. Yes.
Mr. GREENSPAN. I would say that the markets have been fairly

stable. I would put one caveat in there. As we have gone increas-
ingly international and we get far greater international flows in all
of our countries, I think there is a sense of greater instability
which I think is false. I think it's merely the process of greater dy-
namics, more markets and more instruments. We have now so
many different forms of markets, interest rate swaps, options on
futures, futures on interest rates, and we have a very extraordi-
nary interest in what is going on in Tokyo and London. So you get
a sense of instability which is really only evidence of the fact of
this globalization and is in no way reflective of underlying imbal-
ances which can create problems.

Representative WYLIE. That is where I was coming from. Are you
concerned about Japan's financial markets and perhaps the effect
they might be having on the bond market?

Mr. GREENSPAN. I think the markets around the world have af-
fected us for quite a long while. I think it's increasingly so as the
globalization continues, and I think we will find that the interac-
tion among all of the various different markets is going to increase.

Representative WYLIE. All right. I think you have been about as
specific as you can.



115

Thank you very much, Mr. Chairman.
Representative HAMILTON. Mr. Greenspan, I'm going to meet in a

few minutes with Douglas Hurd who, as you know, is the Secretary
of State for Foreign and Commonwealth Affairs in the United
Kingdom, and one of the topics of discussion I think will be the
proposal for a common European currency.

I would just like to have vour thoiightq nn hew a i-=--n ]Eur
pean currency and integrated credit market in Europe will affect
on the U.S. economy.

Mr. GREENSPAN. I think it is, as far as we are concerned, not a
major change because, remember, at the moment what we confront
as far as Europe is concerned is a European monetary system
which has 21/4 percent bands across certain fixed rates. So that the
difference between a common currency in Europe and what we
have today is really not that major so far as we in the United
States are concerned with respect to trade and finance.

I would only look at it as further integration of the financial
system, and to the financial system, and to the extent that we re-
spond to it, my impression is that it will not create any significant
discontinuity of which we are aware.

Representative HAMILTON. A couple of other questions and then
we will close up.

We began our questions with respect to the prospect of recession,
and you made your views clear.

In the event, however, the U.S. economy would slip into a reces-
sion, I'm interested to know what kinds of tools are available to the
Federal Reserve under present circumstances to help the U.S. econ-
omy. It's generally acknowledged, of course, that fiscal policy is im-
mobilized because of the deficit situation, but we also have to rec-
ognize that the Fed has to be careful not to disturb foreign inves-
tors. What kinds of tools are available to the Fed in the event of a
recession in 1990?

Mr. GREENSPAN. Well, I don't want to get into too detailed a dis-
cussion on this subject largely because how a recession ultimately
occurs, and I say I don't believe it's going to occur this year, but I
also don't think the business cycle has been repealed, but how the
recession occurs and its nature will influence the form of the re-
sponse and what types of monetary instruments the Fed would
bring to bear.

You are quite correct though in the sense that not having fiscal
policy as a variable to deal with does make it more difficult for the
Federal Reserve, but we do believe we have adequate tools to make
a difference and hopefully a significant difference.

Representative HAMILTON. Even in that circumstance.
Then, finally, you were discussing with Senator Sarbanes the

Social Security tax problem. Those who propose to cut the Social
Security tax argue that the surplus is being misused, that it goes
into the general revenues of government and in addition disguises
the size of the deficit.

Do you object to using the suplus-which came about, as I recall,
because of the Commission recommendation which you headed-do
you object to using that surplus for general government spending?
Did you anticipate that that would have to be done and do you
favor it?
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Mr. GREENSPAN. We anticipated that it would be done in part be-
cause implicit in our overall view was that basically the budget
would be moving eventually toward surplus, and in that respect it
was the general view of all of us to a greater or lesser extent that
prior to that point, in the period say between 1983 and when the
presumption of the deficit disappearing occurred, that there would
be that form of financing, and I think we all recognized it, and de-
cided in considering the various alternatives it was the lesser of
evils.

Representative HAMILTON. Do you have anything further?
Representative WYLIE. No.
Representative HAMILTON. Thank you very much, Mr. Green-

span. We are very pleased to have had you this morning.
The committee stands adjourned.
[Whereupon, at 11:55 a.m., the committee adjourned, subject to

the call of the Chair.]
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OPENING STATEMENT OF REPRESENTATIVE HAMILTON,
CHAIRMAN

Representative HAMILTON. The Joint Economic Committee will
come to order.

Today, the Joint Economic Committee resumes its annual hear-
ings on the economy and economic policy for 1990 and fiscal year
1991.

On behalf of the committee, I am very pleased to welcome our
witness, the Honorable Nicholas Brady, Secretary of the Treasury.

As we head into the last decade of the 20th century, our nation
faces a number of important challenges. One is to substantially
reduce the deficit in the Federal budget so that more of the Na-
tion's savings can be channeled into investments, both public and
private, that will increase our growth and living standards.

Another is to make American industry more productive and
more competitive and less dependent on foreign countries for the
capital needed for new factories and equipment.

The third challenge is to strengthen coordination and coopera-
tion on economic issues between the United States and the other
industrial countries and to resolve the international debt problems
that are depressing the economies of the less developed countries.

These are the issues, among others, that the committee will ad-
dress this morning with Secretary Brady.

Mr. Secretary, we are very pleased to have you and to see you
recovering so nicely from your recent surgery.

We turn now to your testimony. We welcome you, sir, before the
committee.

(117)
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STATEMENT OF HON. NICHOLAS F. BRADY, SECRETARY OF THE
TREASURY

Secretary BRADY. Thank you, Mr. Chairman.
I'd like to read a shortened statement and ask that my prepared

statement be included in the record.
Representative HAMILTON. Without objection, it will be so includ-

ed.
Secretary BRADY. Mr. Chairman, members of the committee, I

am pleased to meet with you to discuss the Bush administration's
fiscal policy plans. My comments will concentrate on the economic
policy consequences of the budget and international economic con-
ditions and recommendations for revenue initiatives.

Three points should be emphasized.
First, significant progress has been made in reducing the unac-

ceptable level of Federal budget deficits.
Second, we still have a long way to go.
Third, intensified effort is required to meet the challenges cre-

ated by changing economic conditions and national priorities.
The budget deficit has declined from $220 billion in fiscal year

1986 to $152 billion in fiscal year 1989. It is expected to fall to $123
billion during the current fiscal year and to a target of $63 billion
in fiscal year 1991.

This administration has submitted a budget proposal that meets
the statutory targets without increasing taxes.

Government spending has been restrained while revenues have
increased, both in the direction of historic averages. The spending
restraint has reduced the growth of Federal budget outlays. Fur-
ther deceleration for the years through 1995 is projected in the new
budget.

The combination of spending restraint and improved remedies
has narrowed the size of the budget deficit as the share of the GNP
from 6 percent in 1983 to 2.9 percent last year.

Further progress to 2.3 percent in fiscal year 1990 and 1.1 per-
cent in fiscal year 1991 is anticipated. Reduction of annual budget
deficits, combined with continued economic growth has reversed
the upward trend in the national debt held by the public as a pro-
portion of the GNP.

If we continue to reduce respective budget deficits and achieve a
lower interest rate, target the rising trend of interest payments on
the national debt as a share of total budget outlays, it will be re-
versed.

Progress in controlling budget deficits has improved the U.S.
record in comparison with other major industrial nations. This
effort is part of our commitment to the G-7 international coordina-
tion process.

Part of the progress in reducing Federal budget deficits is the
result of a growing size of annual surpluses in the Social Security
trust fund. The surpluses are expected to continue to grow rapidly
until the baby boom generation begins to retire, early in the next
century.

The impact of these surpluses on the deficit follows from the use
of unified budget rules. These rules were adopted in 1968 based on
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the recommendations of a national commission appointed to study
the Federal budget.

The unified budget was designed to measure the broad economic
impact of Federal outlays and revenues. These rules were in place
in 1983 when the Social Security trust fund decisions were made.
They were used in 1985 when the Gramm-Rudman-Hollings budget
deficit goals were established. And thpv were well udrta ;n
1987 when the original Gramm-Rudman targets were revised.

Measured against the targets established, progress toward the
mandated goals has occurred.

Our fiscal year 1991 budget sets forth in separate columns the
projected deficits before and after the effects of Social Security
trust fund surpluses are considered. So, analysts can form their
own opinion.

The Bush administration is committed to reducing the prospec-
tive budget deficits and has prepared a formal proposal to protect
the Social Security trust fund starting in fiscal year 1993. when the
required unified budget balance is achieved.

Budget plans must recognize the link between investment and
the achievement of national long-term goals to invest in new plant
and equipment; new technology and human resources through
better education, training and health care depends on a matching
supply of savings.

However, the United States now has a national savings rate that
is lower than its historical average and far below the record of
most industrial countries.

The necessary improvement in the national savings rate should
become the crucial test in evaluating budget outlays and revenue
strategies. The administration's budget for 1991 recognizes the link
between long-term national priorities and the need to increase in
national savings by emphasizing two policies.

First, continue to reduce prospective budget deficits to achieve a
balanced position by fiscal year 1993 by controlling budget outlays
through Federal credit programs.

Second, enact a Savings and Economic Growth Act of 1990 to in-
crease family savings, stimulate long-term investment and
strengthen the ability of American businesses to compete in a chal-
lenging global economy.

Improving the national savings rate will help to lower the cost of
capital to American firms and provide the funds for investment in
our future.

There are three parts to this legislation.
First, a new family savings account is established to give most

American families an incentive to save, a simple and understand-
able tax-free savings program. The new family savings account
would provide a way for Americans to save as they see the benefits
of changing their behavior.

In addition, the time limit is short enough to focus attention on
specific goals: savings to buy a home, preparing for education costs,
protecting against unexpected events or saving for any high-priori-
ty goals.

Second, the capital gains tax is reduced and restructured to
lower the cost of capital and encourage new long-term investment
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and create jobs and enhance the Nation's economic competitive-
ness.

A reduction in the capital gains tax rate, which is an important
component of the cost of capital, will, in turn, directly affect the
ability of U.S. companies to compete worldwide.

Our major trading partners already have either a lower capital
gains tax or none at all.

By reducing the tax we pay on capital gains, we will encourage
new venture investments in entrepreneurial gains. A sliding scale
of capital gains tax rates would provide incentives toward longer
term investments.

The benefits of the capital gains tax cut would be widely distrib-
uted through the population. Based on 1987 tax data, about 41 per-
cent of the net long-term capital gains that were reported by tax-
payers for adjusted gross income, excluding capital gains or losses
of under $50,000.

Furthermore, it is estimated that nearly one-half of all taxpayers
report capital gains for one year or another during their lifetime.

The third part of the new savings initiative is an innovative
home ownership proposal. It is created to provide millions of Amer-
icans who aspire to buy their first home a better opportunity to do
so. This would enhance the attractiveness of IRA's as a vehicle for
savers.

Turning now to current economic conditions, the U.S. economy is
now in its 8th year of sustained growth, a record peacetime expan-
sion during which output gains have averaged 4 percent annually.

The strong economic growth achieved during this expansion has
been accompanied by a low and stable inflation. Perhaps the most
impressive aspect of this sustained growth has been the creation of
nearly 21 million jobs since the beginning of the current expansion.

As a result, the civilian unemployment rate has fallen-from a
high of 10.8 percent in November 1982 to 5.3 percent, which per-
sisted during the last half of 1989.

Economic growth has been solid and sustained in the interna-
tional economy as well, both reflecting and contributing to the long
upswing in the United States.

This favorable outlook partly reflects the intensified economic
policy coordination process among industrialized nations. Exchange
rates are now more consistent with economic fundamentals than
they were several years ago.

Growing world trade flows due in part to bilateral and multilat-
eral U.S. efforts to promote an open trade and investment system
have supported this expansion.

As a result, the U.S. merchandise trade deficit has been. reduced
from a record $152 billion deficit in 1987 to an estimated $110 bil-
lion this year, and we hope that important progress is being made
in regaining lost market shares.

This progress notwithstanding, additional efforts are needed to
reduce trade and current account imbalances. In the case of Japan,
we have engaged in very intensive talks about structural barriers
to reducing the trade imbalances in the United States-Japan struc-
tural impediments initiative.
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While it's too early to assess progress in these obviously delicatediscussions, it will be both critical to Japan and the United States
to address structural barriers in their economies.

Our dialogue with the European Community has also expanded
as the EC has embarked on its ambitious 1992 program.

The administration supports the EC economic integration. How-Pevr it iR imnnrt.srt. thnt tfhiq nrrua nv n ana aa-

ic Europe. We are monitoring developments closely in this area.
Turning to the international debt strategy, this debt strategy hasbeen broadly endorsed by the international community and isbeing used in actual financing packages. Three countries-Mexico,the Philippines, and Costa Rica-have already adopted IMF-World

Bank reform programs and have reached an agreement on com-mercial bank financial programs.
This weekend, Mexico will sign a historic agreement which offerssubstantial benefits to the benefit of the Mexican economy. I be-lieve we have made significant progress in implementing thestrengthened debt strategy which encourages far-reaching debtorreforms. It's flexible and can be tailored to individual country

needs.
Its benefits are real to potential growth and in fostering sustain-able growth.
Finally, the historical developments in Eastern Europe carrystrong U.S. support. In Poland, for example, we have taken thelead role in coordinating the establishment of a $1 billion stabiliza-

tion fund. The President's fiscal year 1991 budget proposals requestan additional $300 million for special assistance initiatives forcountries in Eastern Europe to help them evolve toward democrat-ic societies with market-oriented economies.
Let me touch briefly on the Treasury revenue estimates and~taxpolicies. The Bush administration's fiscal policies contained in thefiscal year 1991 budget build upon the major tax reforms adoptedin the Tax Reform Act of 1986.
The Treasury predicts budget revenues of $1,172 billion for fiscalyear 1990, a 9-percent increase. This estimated increase is based onsustained economic growth and several important tax policy initia-tives.
Revenue initiatives are also projected to continue in the futureyears.
In conclusion, the realities of domestic and international respon-sibilities indicate that budget plans must be made in the context ofcontinued fiscal restraint. The 1991 budget proposals and the 5-year planning horizon concentrate on two priorities, reducingfuture Federal budget deficits and reallocating resources throughinvestments in people, technology, and capital goods to prepare forthe future.
The administration's budget will yield several major benefits. Itwill curtail Federal credit demands in the financial markets lead-ing to better access to capital and lower interest rates for consum-ers, home buyers, business and State and local government.
It will reduce the share of total national output allocated to gov-ernment and shift resources into the private sector to create morejobs and improve our international competitiveness. It wnill help

ease the burden of future interest payments on the accumulated
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national debt, and it will provide increased flexibility to the Feder-
al Reserve System in the management of monetary policy.

Finally, the most important aspect of the 1991 budget is the em-
phasis placed on long-term national goals. Economic events have
demonstrated the relationship between saving and investment and
the problems created by our disappointing national savings rate.

The fiscal year 1991 budget provides a package of incentives to
enhance national savings and investment. When combined with a
significant reduction in budget deficits, these recommendations will
improve the national savings rate without increasing the tax bur-
dens on the American people.

The Bush administration is prepared to work with Congress to
enact the budget for 1991.

Mr. Chairman, thank you.
[The prepared statement of Secretary Brady follows:]
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PPEPARED STATEMENT OF HON. NICHOLAS F. BRADY

Chairman and Members of the Committee, I am pleased to meet
with you to discuss the Bush Administration's fiscal policy
plans. These hearincs Drovide a useful nnnnrtinlitv F- .l.v.1
our budget spending and revenue strategies. My comments wil
concentrate on the economic policy consequences of the budget and
recommendations for revenue initiatives.

Three points should be emphasized. First, significant
progress has been made in reducing the unacceptable level of
budget deficits. Second, we still have a long way to go to
achieve our budget goals. Third, intensified effort is required
to meet the challenges created by changing economic conditions
and national priorities.

The budget deficit has declined from $221.2 billion in
FY 1986 to $152.0 billion in FY 1989. It is expected to
fall to $123.8 billion during the current fiscal year and
to a target of $63.1 billion in FY 1991. Our budget
proposal fulfills the mandatory Gramm-Rudman-Hollings
deficit reduction goal.

° Government spending has been restrained while revenues
have increased. Federal outlays as a percent of the
gross national product are expected to decline from a
peak of 24.3 percent in FY 1983 to a proposed 20.9
percent level in FY 1991, a figure closer to the
19.2 percent average which existed from 1950 through 1979
(see Exhibit 1). Budget revenues have increased during
the current cyclical expansion and are estimated to total
19.9 percent of the GNP in FY 1991, a figure well above
the average of 18.0 percent during the 1950 to 1979
period.
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Spending restraint has reduced the growth rate of Federal

budget outlays. Expressed in nominal terms, the pace of

annual spending increases was cut nearly in half in the

Fiscal Years 1983 through 1989 from the prior seven-year

period. Further deceleration for the years through 1995

is projected in our new budget. Adjusting for the

effects of inflation reduces the pace of the slowdown but

the pattern is similar (See Exhibit 2).

° The combination of spending restraint and improving

revenues has narrowed the size of the budget deficit as a

share of the GNP from 6.3 percent in 1983 to 2.9 percent

last year. Further progress to 2.3 in FY 1990 and 1.1

percent in FY 1991 is anticipated (see Exhibit 3).

The reduction of annual budget deficits, combined with

continued economic growth, has reversed the upward trend

in the national debt held by the public as a proportion
of the GNP (see Exhibit 4).

° If we continue to reduce prospective budget deficits and

achieve the lower interest rate targets, the rising trend

of interest payments on the national debt as a share of

total budget outlays will be reversed (see Exhibit 5).

Progress in controlling budget deficits has improved the

U.S. record in comparison with other major industrial
nations. This effort is part of our commitment to the

G-7 international coordination of domestic economic
policies (see Exhibit 6).

Part of the progress in reducing Federal budget deficits is

the result of the growing size of annual surpluses in the Social

Security Trust Fund. A surplus results when current benefits

paid are less than the payroll tax contributions collected,

interest earned on the government bonds held by the trust fund,

and taxes levied on social security benefits. The size of the.

annual surplus has grown from $262 million in FY 1984 to $52.4

billion in 1989. The estimated surplus for FY 1990 is $62.0

billion and for FY 1991 it is $80.3 billion. The annual

surpluses are expected to continue to grow rapidly until the baby

boom generation begins to retire early in the next century.

The impact of social security surpluses on the deficit

follows from the use of the unified budget rules. These rules

were adopted in 1968, based on the recommendations of a national

commission appointed to study the Federal budget. The unified

budget was designed to measure the broad economic impact of

Federal outlays and revenues. Those rules were in place in 1983

when the Social Security Trust Fund decisions were made. They

were used in 1985 when the Gramm-Rudman-Hollings budget deficit

goals were established. And they were well understood in 1987

when the original Gramm-Rudman-Hollings targets were revised.

The targets adopted were based on the unified budget concept.
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Measured against the targets established, progress toward the
mandated goals has occurred. Our FY 1991 budget sets forth in
separate columns the projected deficit before and after the
effects of the Social Security Trust Fund surpluses are
considered so that analysts can form their own opinion. The Bush
Administration is committed to reducing prospective budget
deficits and has prepares a EuLn.i1 -- sal t_ ;=_t^-t the Casal

Security Trust Fund starting in FY 1993 when the required unified
budget balance is achieved.

ECONOMIC POLICY GOALS AND THE BUDGET

Budget plans are used to identify national priorities and
coordinate the allocation of resources. They also are used to
develop government policies to help achieve the fundamental goals
of sustaining economic growth, improving our national ability to
compete in an integrated world economy, and adjusting to
fundamental demographic trends. Budget plans must recognize the
link between investment and the achievement of national long-term
goals. Investment in new plant and equipment, new technology,
and human resources through better education, training, and
health care depends upon a matching supply of savings. To avoid
excessive reliance on foreign capital inflows to finance these
crucial investment needs, national savings must be increased.

The disappointing national saving rate is a combination of
personal, business, and government saving behavior. There has
been erosion in the personal saving rate in recent years and
business saving has remained stable only because of higher
depreciation charges. However, chronic Federal budget deficits,
reported.in 28 of the last 29 fiscal years, have become the
dominant factor in the overall decline in the national saving
rate (see Exhibits 7 and 8). The United States now has a
national saving rate that is lower than its historical average
and far below the record of most industrial nations. The key
policy action for correcting this serious problem will be to
reduce future Federal budget deficits.

The necessary improvement in the national saving rate should
become the crucial test in evaluating budget outlay and revenue
strategies. The Bush Administration budget for FY 1991
recognizes the link between long-term national priorities and the
need to increase investment and national saving by emphasizing
two basic policies.

First, continue to reduce prospective budget deficits to
achieve a balanced position by FY 1993 by controlling budget
outlays and Federal credit programs.

Second, enact The Savings and Economic Growth Act of 1990 to
increase family savings, stimulate job-creating, long-term
investment, and strengthen the ability of American businesses to
compete in a challenging global economy. Improving the national
saving rate is important because it will help to lower the cost

29-868 0 - 90 - 5
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of capital to American firms and provide the funds for investment
in our future. There are three parts to The Savings and Economic
Growth Act:

A new Family Savings Account is established to give most
American families an incentive to save through a simple
and understandable tax-free savings program.

°Capital gains tax rates are reduced and restructured to
lower the cost ot capital, encourage new long-term
investment, create jobs, and enhance the Nation's
economic competitiveness.

° An innovative Home Ownership Initiative is created to
provide millions of Americans who aspire to buy their
first home a better opportunity to do so.

Current Economic Conditions

While the budget provides an important guide for the long-
term development of the economy, the pace of economic activity is
an important factor in determining the size and shape of the
budget. Economic conditions affect the level and composition of
outlays, particularly those benefits indexed to inflation and
those spending programs designed to act automatically to offset
some of the cyclical shifts in activity. The status of the
economy also influences the level and composition of revenues.

The U.S. economy is now in its eighth year of sustained real
growth -- a record peacetime expansion -- during which output
gains have averaged 4 percent annually. The strong economic
growth achieved during this expansion has been accompanied by a
low and stable inflation rate. The annual increase in the CPI
averaged 3.7 percent from 1982 through 1989, dipping down to 1.1
percent in 1986 when oil prices fell. It never exceeded 4.6
percent in earlier years, in sharp contrast to the double-digit
rates at the turn of the decade. Excluding the more volatile
food and energy components, inflation has held in the 4 to 5
percent range throughout most of the expansion. The reduction
and stabilization of inflation rates have helped to reduce
interest rates from the unusually high levels at the beginning of
the 1980s.

Perhaps the most impressive aspect of the sustained growth
of the U.S. economy has been the creation of nearly 21 million
jobs since the beginning of the current expansion. New jobs have
been created in the services industries, such as transportation,
public utilities, wholesale and retail trade, government
functions, and diverse health, education, and financial
activities. Employment has increased in the manufacturing and
construction sectors as well. As a result, the civilian
unemployment rate has fallen from a peak of 10.8 percent in
November 1982 to the 5.3 percent level that persisted during the
last half of 1989. Figures compiled by the Organization for
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Economic Cooperation and Development (OECD) covering the period
1965 to 1988 dramatize the rapid growth of new jobs in the United
States.

Biployment Increases 1965-1988
(in millions)

United States Japan Europe

1965-1988 41.9 12.8 10.0
1975-1988 27.4 7.9 5.9

International Economic Conditions

Economic growth also has been solid and sustained in the
international economy as well, both reflecting and contributing
to the long upswing in the United States. Growth in the OECD
industrial economies should be about 3 percent in real terms in
1990, the eighth consecutive expansion year, and inflation
pressures are well contained. Prospects also are good for
strengthened growth in the developing countries, especially as
the outlook for the large debtor nations improves.

This favorable outlook partly reflects the intensified
economic policy coordination process among the major industrial
nations. Exchange rates are now more consistent with economic
fundamentals than they were several years ago. The U.S. dollar
has been relatively stable since 1987, especially when compared
with the sharp appreciation of value from July 1980 through
February 1985 and the subsequent rundown through 1987. Growing
world trade flows, due in part to bilateral and multilateral U.S.
efforts to promote an open trade and investment system, have
supported the expansion. And a much higher level of confidence
about the future has led to an increase in investment in
industrialized countries. U.S. producers in particular have
benefited-from improved international competitiveness, as well as
expanded export opportunities resulting from stronger growth
abroad. As a result, the U.S. merchandise trade deficit has been
reduced from a record $152 billion in 1987 to an estimated $110
billion last year, and important progress has been made in
regaining lost market shares (census basis). But while progress
has been made in reducing large global external imbalances, these
imbalances, especially in the United States, Japan and Germany,
still are too high and need to be reduced further.

Economic ties between the United States and Japan are
increasingly close. This development offers both challenges and
opportunities. Japan now is our second largest trading partner
(after Canada), and our second largest source of foreign direct
investment (after the United Kingdom). But our very large
bilateral trade deficit with Japan changed very little last year.
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In addition to continuing efforts within the G-7
coordination process and bilateral discussions with Japan on
specific trade issues, we have been engaged in very intensive
talks with the Japanese about structural impediments to external
adjustment in the U.S.-Japan Structural Impediments Initiative
(SII). While it is too early to assess progress in these
obviously delicate discussions, we remain convinced that lasting
progress can be made only by addressing the fundamental roots of
Japanese external surpluses.

Our dialogue with EC member countries and EC institutions
also has expanded as the EC has embarked on its ambitious "1992'
program. The Administration supports EC economic integration.
However, it is important for the United States, the world
economy, and the EC countries themselves that the 1992
integration efforts result in an open and dynamic Europe. We
have seen some important progress on the issue of reciprocity in
financial services over the past year. We are monitoring these
developments closely.

The EC is pursuing monetary union, including the possible
creation of an EC central bank and common currency. Given the
potential importance of these developments, I decided last
September to create a special policy group under the Economic
Policy Council to look at the implications of these possible
monetary and financial changes in Europe. The Bush
Administration is continuing to focus on trade policy questions
with the EC. Many of these issues are being discussed in the
Uruguay Trade Round. The President's top trade policy priority
is the successful completion of the Uruguay Round.

Turning to the international debt strategy, the proposals I
made last spring have been broadly endorsed by the international
community and are being used in actual financing packages. Three
countries -- Mexico, the Philippines and Costa Rica -- already
have adopted IMF and World Bank reform programs and have reached
agreement on commerical bank financial packages.

The Mexican agreement, in which virtually all banks are
participating, offers substantial benefits to Mexico. Commercial
bank debt will be reduced immediately by about $7 billion and by
a total of at least $10 billion (or 20 percent) by 1992. Annual
commercial bank interest payments will be cut by nearly one-
third, contributing to total debt service savings of $12 billion
by 1992. And the burden of repaying $35 billion in principal --
or more than 80 percent of Mexico's remaining medium-term bank
debt -- has been completely lifted through the purchase by Mexico
of collateral in the form of zero-coupon bonds. In practical
terms for Mexico, the overall debt service reduction provided by
the package effectively represents savings of domestic resources
amounting to about 4 percent of GNP. The immediate effect of the
agreement has been to improve confidence in the Mexican economy,
as evidenced by the fall in domestic Mexican interest rates and
sizable private capital inflows during 1989.
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The financing packages in the Philippines and Costa Rica
differ from the Mexican package in order to meet the particular
needs of each country. The Philippine's agreement places more
emphasis on new money, while permitting direct buybacks of bank
debt. The buyback, completed earlier this month, retired $1.3
billion (20 percent) of the Philippine's commercial bank debt.
The Costa Rican package involves a buyback, debt service
rad-,acvi,- .,su y~v. 1 cvu duuresb accumulated inrerest
arrears. Costa Rica's debt service payments and outstanding debt
to commercial banks will each be reduced by about 60 percent,
more in line with its ability to pay.

We have made significant progress in implementing a
strengthened debt strategy which encourages far-reaching debtor
reformie. It is flexible and can be tailored to individual
country needs. And its benefits are real, with the potential to
foster sustainable growth.

Turning to a different issue, the historic developments in
Eastern Europe have many dimensions -- political as well as
economic -- and merit strong U.S. support. The basic objectives
of the Administration are to support the development of multi-
party democracies and economic reforms aimed at promoting market-
oriented economies with strong private sectors. We have taken a
major step in implementing these objectives in Poland. The
United States took a lead role in coordinating the establishment
of a $1 billion stabilization fund to support limited
convertibility of the Polish zloty and made a $200 million grant
contribution out of funds provided by the Support for Eastern
European Democracy Act (the "SEED Act"). The United States also
helped organize a $500 million bridge loan to Poland to help meet
temporary liquidity needs and made available $200 million as our
contribution to the bridge facility.

The SEED Act calls for additional measures to be taken in
Poland and Hungary, and the Administration is working on their
implementation. The President's FY 1991 budget proposals request
an additional $300 million for a special assistance initiative
for countries in Eastern Europe. Finally, we are cooperating
with other countries and international institutions to review
opportunities, such as the proposed European Bank for
Reconstruction and Development, to help Eastern European
countries evolve toward democratic societies with market-oriented
economies.

Summary

In summary, the seven-year economic expansion in the United
States has provided sustained growth, a stable inflation rate,
creation of nearly 21 million jobs and lower unemployment rates,
improved balance among major sectors and geographical areas, and,
since 1987, a more stable U.S. dollar foreign exchange rate and
improvement in the merchandise trade and current account
defici~ts.



130

Mid-Session Budget Review Economic Forecast

Last July, the Bush Administration published its first
economic forecast as part of the Mid-Session Budget Review.
Administration economists adjusted the previous forecast,
published in the FY 1990 budget last January, by reducing the
projected rate of real economic growth and raising the
anticipated inflation rate and interest rate estimates for 1989
and 1990.

RECORD OF ADMINISTRATION MID-SESSIOl FORECAST

ADMINISTRATION FOREAST ACTUAL
(PERCENT)

Real GNP (4th Q to 4th 0) 2.7 2.4 (1)
GNP Price Deflator (4th Q to 4th Q) 4.2 3.8 (1)
Total Unemployment Rate (Yr. Avg.) 5.2 5.2
3-Month T-Bill Rates (Yr. Avg.) 8.0 8.1
10-Year T-Notes (Yr. Avg.) 8.5 8.5

(l)Department of Commerce Estimates, 1/26/90.

According to the preliminary estimates released on January
26, 1990, real GNP increased 2.4 percent in 1989, a pace very
close to the Bush Administration figures published last July and
above the more pessimistic projections of most comparable
economic forecasts. There was, however, considerable
deceleration of activity during the last three months of the year
and a worrisome acceleration of food and energy prices at year-
end. These developments will have to be watched closely.

Economic Assumptions Used in Preparing the FY 1991 Budget

The Bush Administration's new forecast continues to
anticipate moderate growth this year, followed by some
acceleration in 1991, and then a return to the long-term growth
track of 3.0 percent. Most private forecasts agree that an
economic recession will not occur in 1990 even though there is
some disagreement about the probable growth rate of real
output. Most of the Administration's economic assumptions are
quite similar to the expectations of private forecasters.

ADMINISTRATION FORECAST FOR 1990 COMPARED WrIT BLUE CHIP CONSENSUS
(PERCENT)

Administration Blue Chip
January 1990 January 1990

(Percent)
Real GNP (4th Q to 4th 0) 2.6 1.8
GNP Price Deflator (4th 0 to 4th Q) 4.2 4.0
Consumer Price Index (4th 0 to 4th Q) 4.1 4.2
Unemployment Rate, Civilian (Yr. Avg.) 5.5 5.6
3-Month T-Bills (1) (Yr. Avg.) 6.7 7.1
10-Year T-Notes (1) (Yr. Avg.) 7.7 N/A

(1) Calendar year average.
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THE FY 1991 BUDGET SPENDING PLANS

The President's FY 1991 budget continues to make progress on
his agenda announced last February for 'Building a Better
America.' But there is still much that must be done to achieve
his goals. First, we must enforce tough spending restraint to
create a more realistic match of spending claims with public
resources generated by a tax system that the American Peoole will
super.. The Hush aoministration budget for FY 1991 calls for
outlays of $1,233.3 billion, an increase of only $36.1 billion
over the estimated spending this year. This modest increase of
3.0 percent in FY 1991 continues the recent slowdown in the
growth of budget outlays. For example, for the years FY 1976
through FY 1982, Federal spending increased at a rapid annual
rate of 11.8 percent, a pace more rapid than the average nominal
GNP growth rate of 10.5 percent. During the last seven years,
the growth rate of government spending has slowed to an annual
pace of 6.3 percent while the nominal GNP has increased at an
average 7.3 percent rate. Our budget proposal calls for further
deceleration in the growth of spending to an annual rate of 4.4
percent through FY 1995, or nearly 2-1/2 percentage points slower
than the projected growth rate of the nominal GNP. As the
overall economy grows more rapidly than the pace of Federal
budget increases, the relative burden of government spending is
eased.

Second, costly new initiatives that reach beyond our
prospective public resources are avoided. There are, of course,
a large number of existing and potential claims against our
budget resources. The difficult part is ranking the proposals so
that we allocate government funds to the highest priorities.

Third, within the overall context of spending restraint,
there will be continuing changes in the rankings of competing
claims. This process reflects the familiar axiom that "every
good thing is not equally good.' Examination of the three major
spending components of the budget demonstrates the realignment
process that is underway. The prospective growth of defense
spending has been constrained, reflecting changing international
conditions. During the five-year budget plan presented, defense
spending is projected to rise from $296.3 billion in FY 1990 to
$318.6 billion by FY 1995. As a result, defense spending as a
share of the GNP will decline from 5.4 percent in 1990 to 4.2
percent in 1995. As a share of budget outlays, defense spending
will drop from 24.8 percent of the total in FY 1990 to 21.6
percent by FY 1995. Stated in constant 1982 dollars, defense
spending is projected to decline from $256 billion in FY 1989 to
$241 billion in FY 1990 and to $214 billion by FY 1995. The
entitlements and mandatory spending programs are projected to
grow approximately at the rate of inflation. Spending for
nondefense discretionary programs is expected to have the largest
relative gain.
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Proposed Charges in Bereft Spending Categories
Fbr FY 1991 Fran FY 1990

(billions of dollars)

Dollar Percent
FY 1990 FY 1991 Change Change

Defense 296.3 303.3 + 6.9 +2.3

Nondefense Discretionary
Programs 201.6 213.6 +12.0 +6.0

Entitlements and
Mardatory Programs 562.5 589.7 +27.2 +4.8

Fourth, within the overall strategy of rigorous spending
restraint, we must meet our existing responsibilities while
addressing new opportunities and needs.

REVENUE ESTIMATES AND TAX POLICY INITIATIVES

The Bush Administration's fiscal policies contained in the
FY 1991 budget build upon the major reforms adopted in the Tax
Reform Act of 1986. Treasury projects budget revenues of
$1,170.2 billion f6r FY 1991. This is $96.8 higher than the
estimated FY 1990 total, following an anticipated increase of
$82.8 billion during the current fiscal year and $81.7 billion
last year. The estimated 9.0 percent increase in revenues in FY
1991 is based on sustained economic growth and several important
tax policy initiatives. Revenue increases also are projected to
continue in future budget years (see Exhibit 9 for revenue
estimates).

THE SAVINGS AND ECONOMIC GROWTH ACT

In his State of the Union address, President Bush announced
The Savings and Economic Growth Act. This legislation is
designed to promote long-term investment, to encourage Americans
to save, and to make it easier for them to purchase their first
home. The President's proposal has three components.

Family Savings Accounts

An important goal for the 1990s is to increase the rate of
growth of America's productive capacity. A higher growth rate
will significantly increase living standards for both current and
future generations. More saving is needed, however, to finance
increases in our productive capacity. We believe that the
Federal Government should foster an environment that is conducive
to saving, and we have a plan to achieve this objective.



133

The Family Savings Account (FSA) proposal will allow non-
deductible contributions of up to $2,500 per taxpayer with a
maximum of two accounts per family. Contributions will be
allowed for single people with adjusted gross incomes (AGIs)
below $60,000, for those filing as heads of households with AGIs
below $100,000, and for married couples filing joint returns with
&CrT9 hales Ain nnn Th- 0 rnntrih,,14Anq will hp Illnwpir in
addition to contributions to quplified pension plans, IRAs,
401(k) plans, and other tax-favored savings plans.

After meeting the required seven-year holding period, all
savings, including the accumulated earnings, can be withdrawn
tax-free. Withdrawals of savings within three years of the time
the contribution was made will result in a 10-percent excise tax
penalty and an income tax on the associated earnings. Earnings
on funds withdrawn between three and seven years after
contribution will be subject only to income tax with no excise
tax penalty.

We believe that the FSA will provide a significant savings
incentive, at a cost to the Treasury that is less than many other
savings proposals. Durilng fiscal year 1991, the revenue loss
would be only $200 million; for the entire period 1990-95, it
would be $4.7 billion. These estimates refer only to possible
revenue losses and do not include prospective revenue gains
resulting from increased investment and economic growth.

The new FSAs will provide a simple and understandable
program for Americans to save and to see the benefits of changing
their behavior. The time limit is short enough to focus
attention on specific personal goals--saving to buy a home,
preparing for education costs, for building a financial reserve
to protect against unexpected events, or for any high-priority
goals. This is a program that Americans can understand and can
participate in without having to wait for long periods to have
access to their savings.

From the Government's perspective, the FSA does not cause
large revenue losses at the beginning of the program because the
contributions are not tax deductible. Instead, the earnings
created by the contributions to FSAs will be exempt from taxes.
This approach is prudent because we can evaluate the results as
we proceed.

Capital Gains Tax Rates

The President's first initiative for enhancing saving and
investment involves a permanent reduction and restructuring of
the capital gains tax rate. To encourage Americans to invest for
longer periods of time, we believe that the tax rate for capital
gains on real estate, timber, homes, farms, land and corporate
stock should be reduced based on the length of time an asset has
been held. If an investment is held for one year, a 10 percent
exclusion of the capital gain from taxable income would be
permitted. If the asset had been held for two years, an
exclusion of 20 percent would be permitted. The maximum
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exclusion would be 30 percent of the gain for assets held three
or more years. For a taxpayer in the 28 percent bracket, this
proposal would generally result in effective tax rates of
25.2 percent, 22.4 percent, and 19.6 percent, respectively.

For the balance of 1990, the 30 percent exclusion would
apply to all qualified capital assets held at least one year.
For assets disposed of in 1991, the 30 percent exclusion would
apply to assets held at least two years, and the 20 percent
exclusion would apply to assets held at least one year but less
than two years. The general rule would apply in 1992 and all
years thereafter. The excluded gains would be subject to the
alternative minimum tax. Prior depreciation deductions would be
recaptured in full at ordinary rates of tax.

The Bush Administration believes that a reduction in the tax
rate on capital gains would have several beneficial effects:

The capital gains tax rate is an important component of
the cost of capital, which in turn directly affects the
ability of U.S. companies to compete worldwide. Our
major trading partners already have either a lower
capital gains tax rate or no tax on capital gains at
all. By reducing capital gains tax rates, we will
enhance our ability to compete.

° Individuals will invest in growing businesses only when
they believe they will reap an adequate reward if the
venture succeeds. By reducing the tax rate on capital
gains, we will encourage venture capital investments and
entrepreneurial activities. The result will be a better
economy, more jobs, and a higher standard of living for
all Americans.

° The sliding scale of capital gains tax rates would
provide incentives for longer-term investments. To the
extent individuals are rewarded for holding their
investments longer, stability in the marketplace is
enhanced. Stable investment opportunities will increase
the creation of jobs and improve economic performance.

The benefits of a capital gains tax rate cut would be
widely distributed throughout the population. In a
typical year, 14 million tax returns (representing
approximately 26 million taxpayers) report income from
the sale of capital assets. Based on 1987 tax data,
about 41 percent of net long-term capital gains were
reported by taxpayers with adjusted gross income,
excluding capital gains or losses, of under $50,000.
Furthermore, it is estimated that nearly one-half of all
taxpayers report capital gains in one year or another
during their life.

° Our capital gains tax rate reduction will raise revenues
for deficit reduction--$4.9 billion in fiscal year 1991
and $12.5 billion during the period 1990-1995.
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fome Ownership Initiative

As I have already noted, individuals can continue to use
current-law IRAs. To encourage home purchases, we also propose
that the 10-percent excise tax on early withdrawals of up to
$10,000 from these IRAs be waived if the funds withdrawn are used
for a first-time purchase of an eligible home. This would
enhance the attractiveness of IRAs as a vehicle for savings.

OTHER INITIATIVES

Incentives for Research and Experimentation

Technological change plays a central role in economic
growth. The Government has an important function in promoting
innovation and basic research. In order to do so, we believe
that the 20-percent Research and Experimentation (R&E) tax
credit, which is set to expire on December 31, 1990, should be
made permanent. Research is inherently a long-term process.
Making the R&E tax credit permanent will permit businesses to
begin projects without having to worry that the credit will be
withdrawn in the future. For the same reasons, we propose to
make permanent the current rules for the allocation of research
expenses between U.S. and foreign-source income. Permanent R&E
expense allocation rules are essential for U.S. companies to plan
for the long-term costs of their R&E programs.

Internal Revenue Service (IRS) Items

The IRS currently allocates substantial resources to direct
enforcement of the tax laws. The IRS has identified a number of
enforcement areas in which receipts could be increased by
introducing management reforms which would change the allocation
of existing resources within the IRS. In most cases, these
management reforms would accelerate the receipt of taxes,
penalties, and interest. In addition, the IRS has identified a
number of ways in which enforcement could be improved by the
application of additional resources. Therefore, we propose an
increase in IRS funding for tax-law enforcement and for
collection of delinquent taxes, penalties, and interest. Taken
together, the new resources and the management reforms would lead
to revenue increases of $3 billion in FY 1991.

Finally, we have proposed specific user fees. These fees
are intended to allocate the costs of government facilities and
services to the actual beneficiaries. Specific exemptions and
deductions also are included to encourage certain actions.
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Extensions of Current Programs

We also propose the extension of certain programs that would
otherwise expire:

° The 3 percent excise tax on telephone service, currently
scheduled to expire after December 31, 1990, should be
made permanent.

T Phe low-income housing credit encourages the private
sector to construct and rehabilitate the Nation's housing
Itock and make it available to the working poor and low-
Income income families. It should be extended through
4991.

o The deduction for 25 percent of health insurance costs by
self-employed individuals should be made permanent. This
provision would mitigate the disparity between the owners
of incorporated and nonincorporated businesses.

A more detailed description of all the receipts proposals is
included in the Treasury Department's publication, General
Explanations of the President's Budget Proposals Affecting
Receipts.

The Bush Administration believes that our budget goals can
be achieved without increasing tax burdens on the American
people. The pledge to submit a budget proposal that meets the
statutory target without increasing taxes has been fulfilled.
The budget outlay and revenue proposals presented in the FY 1991
budget are intended to sustain the impressive economic progress
of the last seven years.

CONCLUSIONS

The realities of domestic and international responsibilities
indicate that budget plans must be made in the context of
continuing fiscal restraint. After many years of simply adding
new government spending programs to existing budget claims, we
must rearrange existing priorities.

The FY 1991 budget proposals, and the five-year planning
horizon, concentrate on two priorities.

Reduce future Federal budget deficits.

° Reallocate resources into investments in people,
technology, and capital goods to prepare for the future.

The proposed budget will achieve a significant reduction in
the deficit to S63.1 billion in FY 1991, meeting the statutory
target. Reaching this ambitious goal will yield several major
benefits.
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It will curtail Federal credit demands in the financial
markets, leading to better access to capital and lower
interest rates for consumers, home buyers, business
firms, and state and local governments.

° It will reduce the share of total national output
allocated to government and shift resources into the
private sector creating more joDs ana improving our
international competitiveness.

It will help ease the burden of future interest payments
on the accumulated national debt.

Achieving the dual goals of reducing prospective budget
deficits and realigning spending priorities is dependent upon
sustaining economic growth that provides tax revenues and creates
investment opportunities. Our budget proposals assume moderate
growth in the 2-1/2 percent zone in 1990, although the quarterly
pattern may fluctuate, and that inflation remains under
control. This outcome will lead to the eighth year of continuous
economic expansion. A second benefit of continued budget
spending restraint and deficit reduction will be the increased
flexibility provided to the Federal Reserve System in the
management of monetary policy.

Finally, the most important aspect of the FY 1991 budget is
the emphasis placed on long-term national goals. Economic events
have demonstrated the relationship between saving and investment
and the problems created by our disappointing national saving
rate. The FY 1991 budget provides a package of incentives to
enhance national saving and investment. When combined with a
significant reduction of budget deficits, these recommendations
will improve the national saving rate without increasing tax
burdens on the American people. The Bush Administration is
prepared to work with Congress to enact a responsible budget for
FY 1991.
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U.S. AND FOREIGN BUDGET DEFICITS.,
(Percent of GNP; Total Government)

1988

Canada -2.6
France -1.3
Germany -2.1
Italy -10.6
Japan +1.3
United Kingdom +0.8

United States -2.0
Federal -3.0
State and Local +1.0

Source: OECD Economic Outlook, December 1989.

Total Government Is aggregate deficit or surplus of government sector /iederal, state, and local).Data are on a national income account basis and are for the calendar year.
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Gross Saving and Investment as a Share of
Gross National Product
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PRESIDENT'S BUDGET PROPOSALS
AFFECTING RECEIPTS

Capital Gains Tax Rate for Individuals
Family Savings Accounts
Permanent Research and Experimentation Tax

Credit
Research and Experimentation Expense Allocation

Rules
Energy Tax Incentives:

Credit for Intangible Drilling Expenses
Credit for Tertiary Recovery
Modify Oil and Gas Depletion Rules
Revise AMT for Exploratory Drilling by

Independents
Enterprise Zone Tax Incentives
Establish Refundable Child and Dependent Care

Tax Credit
Deduction for Special Needs Adoption
Penalty-Free IRA Withdrawals for FirstTime

Home Buyers
Extension of Low-Income Housing Credit
Extend Special Rules for Health Insurance

Costs of Sell Employed Individuals
Extend Social Security Coverage to Certain

Employees of State and Local Governments
Medicare Hospital Insurance (Hi) for State and

Local Employees
Airport and Airway Trust Fund
Extension of Telephone Excise Tax

Fiscal Years
1990 191 1992 .1993. 1994 1995

i5s in bfllions)

0.5 4.9 2.8 1.2 1.7 1.4

-* -0.2 -0.6 -1.0 -1.3 -1.6

-0.1 -0.5 -0.9 -1.1 -1.3 -1.6

0.0 -0.4 -0.7 -0.8 -0.8 -0.9

0.0 -0.2 -0.3 -0.3 -0.4 -0.4
0.0 -* -* -* -* -*
0.0 -* -* -* -* -*

0.0 -0.1 -0.1 -0.1 -0.1 -0.1

0.0 -0.1 -0.2 -0.3 -0.5 -0.8

0.0 -* -* -* -0.1 -0.1

0.0 -* -* -* -* -*

-* -* -0.1 -0.1 -0.1 -0.1

-* -0.1 -0.3 -0.4 -0.4 -0.4

-* -0.2 -0.4 -0.5 -0.5 -0.6

0.0 2.1 2.2 2.3 2.5 2.7

0.0 1.7 1.7 1.7 1.7 1.6

0.0 0.5 0.8 0.9 0.9 1.0

0.0 1.5 2.5 2.7 2.9 3.1
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PRESIDENrS BUDGET PROPOSALS
AFFECTING RECEIPTS

(Continued)

Fisul 'tsars
1990 19!1 1992 19 1994 1995

Ws In billions)
Tatment of Salvage Value by Property and

Casualty Companies
Payroll Tax Deposit Stabilizatlion
Pemmnit Limited Use of Excess Penslon Funds to

Pay Retiree Health Benefits
Initiate IRS Management Reforms
Increase IRS Enforcement Funding
Miscellaneous Proposals Affecting Receipts:

Increase DC. Contributions of CSRS
Increase Ad Valorem Fees on Shippers
Increase and Expand SEC Fees
Modify CollectIon Period of Telephone

Excise Tax
Extend Abandoned Mine Reclamation Fees
Establish CFTC Fee
Change Collection Point for Uquor

Occupation Taxes
Extend OASDHI to D.C. Employees
Extend IRS User Fee
Establish FEMA Fees
Extend and Expand Railroad IJ Reimbbrsable

Status
Modify Federal Reserve Reimbursement
Delay Federal Pay Raise
Establish Corps of Engineers Fees
Other

* renue gain of Ws than S50 minion.
-* Revenue lss of le than S50 million.

0.2
0.0

0.0

0.1

0.0

0.0
0.0

0.0

0.0
0.0

0.0
0.0
0.0
0.

0.2
0.9
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0.5

0.2 0.2 0.1 0.1
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0.4 0.2 0.0 0.0
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* * * 0.1
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Representative HAMILTON. Thank you very much, Mr. Secretary.
We will follow the 10-minute rule on questions. And I'll turn to

Senator Sarbanes, vice chairman of the Joint Economic Committee,
for the initial questioning.

Senator Sarbanes.
Senator SARBANES. Thank you very much, Mr. Chairman.
Mr. Secretary, we are pleased to welcome you here this morning.
I want to turn to the international arena to begin with. It's my

understanding that the administration, in its budget request, decid-
ed to request from the Congress sufficient funds to eliminate all ar-
rearages in the various international financial institutions.

Is that correct?
Secretary BRADY. That's correct.
Senator SARBANES. Let me say I very strongly support you in

that effort. I think it's a disgrace that we should be the principal
deadbeat when it comes to meeting our commitments in some of
these international institutions, many of which we look to to help
us achieve very important objectives in terms of international secu-
rity and international development.

How much of a burden or handicap have you found it to our
work in these institutions and our efforts to influence their policy
directions? What does it mean for the United States to come to the
policy table as the one principal actor who hasn't met its responsi-
bilities?

Have you encountered that attitude?
Secretary BRADY. Senator Sarbanes, you put your finger on a

very important point. As we try to make sure that U.S. foreign
policy objectives are put into place, we continue to be faced by the
counterthought that why don't you put the money up for these
international institutions that are trying to get these policy objec-
tives accomplished.

I know the same thing is true with the United Nations and you
feel very strongly about that. But, I can't overemphasize the diffi-
culty that we have in trying to get things accomplished which are
U.S. objectives because of the fact that we simply don't come up
with our own part of the international economic multilateral at-
tempts to try and make these things work.

It's very difficult.
Senator SARBANES. I'm very hopeful that the Congress will re-

spond positively to this initiative. It's one thing to question a
future commitment and to argue about it among ourselves. But one
undertaking we ought to make for the future, it seems to me, is to
deliver on past commitments. We find ourselves in the position of
not having done so in a number of these institutions.

Now we are almost alone in that regard. The Soviet Union,
which for many years was much further behind in some of these
institutions, has now paid up, leaving the United States as the
principal deadbeat on the block.

I commend you and the administration for taking this issue on; I
know it's been a matter of concern to you.

Could I ask where you see the international debt strategy
moving next? If we can put that on the record.
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You've indicated Mexico, the Philippines, and Costa Rica are
behind us, more or less. I feel we need to broaden that list, or
lengthen it.

Where are you working now?
Secretary BRADY. Our main effort, while not trying to forget the

concerns of small countries, but the two big items before us in 1990
are Venezuela and Brazil.

As you are well aware, Brazil is the largest debtor, bigger even
than Mexico. Brazil has elected a new President. He was in town
last week, and we met and talked with him at great length about
his aspirations to do something about the debt problem. That will
be a matter of enormous importance at the Treasury.

It's also true that Venezuela is making progress with its bank ad-
visory committee and we've been trying to work with them to bring
about that understanding there, which will follow on Mexico.

Morocco is another country that is of extreme interest. The Euro-
peans feel very strongly that a debt strategy solution could be
brought into focus there. There's another country where we're
spending time currently. But I don't want to indicate, Senator Sar-
banes, in answering you, that there aren't all manner or range of
people that we are talking to. The President of Uruguay will be
here next week. So, the big ones, like any financial problem, are
the ones you concentrate on. That does not mean we are forgetting
the smaller countries.

Senator SARBANES. What role are you planning in the proposed
European Bank for Reconstruction and Development for the
United States?

Secretary BRADY. The discussions about our role in that organiza-
tion are underway at this moment. We are planning to be a senior
subscriber to that organization at the top level. There are certain
items on which we are stuck, such as whether the payments should
be in dollars or ECU's. They're mostly technical.

But, that organization, which is going forward at a pretty rapid
rate, is one that we plan to be a part of unless people put to us
conditions we can't accept.

At this moment, I don't see that.
Senator SARBANES. Would you agree that the dissaving reflected

in the Federal deficit is the single most significant thing that we
could do to change the savings situation in this country?

Secretary BRADY. I would, followed closely by some sort of in-
creased recognition among all of us that we have a savings problem
in this country, a national consensus that we have to do something
about the problem as a whole.

But, the answer is yes.
Senator SARBANES. Having said that, you have, at least in the

short run, it seems to me, a conflict between policies designed to
encourage private saving, which I agree are desirable, but which
carry with them an increase in the deficit in the short run.

On that conflict, how do you come out and why?
Secretary BRADY. Well, there is a conflict. Just talking about sav-

ings won't get the job done. People act on how they face their par-
ticular circumstances. And in the family savings plan that's in the
President's budget, there is a budget hit for establishing that pro-
gram. The first year, it's $200 million.
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There are other savings initiatives which people have suggested,
most of which have a budget effect, a negative budget effect.

So, the way we've recognized it is that we work on both funds at
the same time. We can't be as aggressive in savings as we'd like to
be, but take some steps and see what they produce. The savings
plan is one of those steps.

Senator SARBANES. It's your position, I take it, that with the cut
in the capital gains tax rate that you are talking about, we do not
lose revenue.

Secretary BRADY. That is correct.
Senator SARBANES. For how many years do we have that happy

state of affairs?
Secretary BRADY. Under the Treasury revenue estimates for the

total of 5 years that we estimate based on the plan that we've sub-
mitted in the budget, we get revenue-positive figures. Treasury
staff has guessed that the JCT will show a loss over this period.

Senator SARBANES. If you carried it out further, would your plans
be to reflect a plus figure?

Secretary BRADY. Yes.
Senator SARBANES. That's wonderful. I'm really looking for-

well, I was going to say a comparable hoax, but that language may
be too strong-something where I can say I'm going to cut taxes to
the ordinary taxpayer, but the Government will get more revenues.

With those greater revenues, we would be able to fund programs
or show a lower deficit.

Why don't we have a bigger tax cut here and then produce more
revenues?

Secretary BRADY. Two reasons, I would say, Senator. One, there
is feeling among people in Congress that the tax cut should only be
of a certain size, that we shouldn't go too far. But there is a cross-
over at some point in time. Not to be ridiculous, but if we had a
zero tax rate, we wouldn't get any revenues.

Senator SARBANES. I take it from that answer, you think it could
be even lower but shy of the zero?

Secretary BRADY. I'm not sure what the crossover point is.
Senator SARBANES. Do you think you're at the crossover point

with your proposal?
Secretary BRADY. We are very near it.
Senator SARBANES. Mr. Chairman, on that Alice in Wonderland

exchange, I think my time is up.
Representative HAMILTON. Congressman Upton.
Representative UPTON. Thank you, Mr. Chairman.
Welcome, Secretary Brady.
We are all concerned about the rate of savings in America, par-

ticularly with our international friends. This committee has had a
number of hearings over the course of the last year to focus on
raising our national savings. And it was about a year ago that Mi-
chael Boskin came to testify before this committee and indicated
that the administration would not be adverse to coming back with
an IRA-type proposal, something that we saw end in the tax bill of
1986.

And I presume that the family savings plan that was unveiled by
the administration follows, along those lines.
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I have a couple of concerns that I wanted to raise with you with
regard to that. I support the IRA's. I thought it was a very worth-
while program. As I go back to my district in Michigan, it comes
up quite often at town meetings and business folks and others that
I meet with in my district.

You indicated that the family savings plan actually will probably
* ----- CC '1-_., , l, _*J, I ,, .11_

What is the real difference between the family savings plan and
the tax-free money markets and other things that are, today, al-
ready available?

Secretary BRADY. The money market funds, as I understand it,
are not tax free.

Representative UPTON. There are a number of them.
Secretary BRADY. Are you talking about money market funds

that are invested?
Representative UPTON. Invested solely in tax-free securities.
Secretary BRADY. In some sense, there is no difference except for

the fact that those funds are not generally known by the broad
population in the country.

I think what we've done is personalized the tax-free municipal
bond so that the average guy can understand it.

Representative UPTON. There has been quite a bit of press with
regard to Senator Moynihan's Social Security proposal over the
last couple of weeks. And I want to go into a hypothetical here for
a moment.

If this proposal came to pass somehow, all the experts indicate
that the deficit would probably raise because of the loss of revenues
by about $60 billion.

If all that came to pass, would you as Secretary of the Treasury
be more likely to promote what type of alternative to meet the
Gramm-Rudman target, to either sequestration, raise other reve-
nues, which I don't think you've been saying, or perhaps changing
Gramm-Rudman so that we wouldn't face the sequestration in 1992
of about $60 billion?

Secretary BRADY. Congressman Upton, we don't think it is going
to come to pass.

Representative UPTON. But let's say that it does. Let's say we
have a nightmare on Elm Street.

Secretary BRADY. Obviously, if it did come to pass and you had to
then-we would obviously be in sequestration almost immediately
because of the size of the Social Security trust fund surplus. I can't
see the body politic going for that kind of a solution at this particu-
lar point in time.

I think what it would call for would be a change in the Gramm-
Rudman targets.

Representative UPTON. Under the Gramm-Rudman deficit reduc-
tion schedule, it can be suspended by the Congress if there are two
consecutive quarters of real GNP that are less than 1 percent.

What is the probability that the real growth in the last quarter
of 1989 and the first quater of 1990 might be below 1 percent?

Secretary BRADY. I would refer you to Mr. Greenspan's testimonythe other day where he was looking for an upturn in the first quar-
ter.
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He is a world-renowned economist. Our figures would agree with
that. So I don't think that's going to happen.

Representative UPrON. My last question focuses on debt, particu-
larly to the Third World. The Brady plan has received many acco-
lades throughout the last year. In fact, as I recall, it was even men-
tioned in the State of the Union Address a year ago. And in other
speeches by the President.

A couple of weeks ago, I was able to participate in a conference
with Central and South American leaders in Florida. Leaders from
Venezuela, Peru, and several other Central American countries
were represented.

And the plan with regard to Mexico we established sometime ago
won quite a bit of praise. Mexico was not represented. The indica-
tors that we received from the other nations that were present
were that they also have a debt plan.

Senator Sarbanes, I know, referenced that a little while ago. And
their thoughts were that they would like to see something for their
countries that paralleled or was very similar to what we had estab-
lished one on one with Mexico.

What are your thoughts in that regard? What are some of the
problems and traps?

Secretary BRADY. Congressman Upton, let me just elaborate
slightly. We did not at the beginning of the debt strategy, which
was announced about a year ago at the Bretton Woods annual con-
ference, come up with a plan which was designed just for Mexico.

What we elaborated was a set of broad principles which called on
the people involved in this process to come up with debt reduction
for the debtor countries, called on the IFI's, particularly the IMF
and the World Bank, to supply funds which would be used to aid
this process.

And perhaps most importantly we called on the countries in-
volved to establish economic programs which would be sound from
their own point of view, and that would encourage flight capital to
come back to those countries. If you look at the problem facing the
debtor countries from a schematical, global point of view, there
really isn't enough money going into that system unless you get a
return of flight capital to the constituent countries. And that can
only happen when good, solid economic programs are set forward.

So, the same principles that we enunciated a year ago at Bretton
Woods are still the guiding ones of new debt strategy. I think what
you're seeing in the change in leadership in the Latin American
countries is a new wave of leaders coming on who embrace this
principle, although all of them may not be able to effect it.

But, to make a sort of long-winded answer to your question, the
plan is still in effect more or less the way we started it in terms of
broad principles. And we think each individual country has to see
how it fits into it.

For instance, the deal with the Philippines is quite a lot different
than the one with Mexico, as you are aware. And, Costa Rica, is
different than the other two country agreements.

Representative UPTON. Are you content that the flight capital in
Mexico has been curbed?

Secretary BRADY. Well, really, all we know is what the statistics
show. And I believe that since the announcement of the agreement
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between Mexico and the commercial banks in July 1989, between
that time and the end of the year, there was an increase in invest-
ment flows to Mexico of over $3 billion. And I think it's been even
better since that time.

Representative HAMILTON. Mr. Secretary, in 1989, the inflation
rate was 4.6 percent. That's the highest inflation rate since 1981.Yell rnma ha.se -neeA +1,as -w- i"- l ------- testified ueI.Aure I
committee last week, he said that figure is unacceptable.

The administration projects that the inflation rate will fall to 4.1
percent in 1990. That's from the current rate of 4.6 percent. Now,
what's the basis in your view for a decline in the inflation rate at a
time, for example, when the Chairman of the Fed is concerned that
inflation is accelerating?

Secretary BRADY. Mr. Chairman, as you know, all of these esti-
mates are, in the last analysis, filled with a lot of subjective input.
Our feeling is that in the last several years, inflation has dropped
from 10 percent in 1982 down to this level. And although it may
fribulate around the 4-percent level that we see in the years
coming, that the fact that we worked on the fiscal deficit to push
that down, and perhaps some of the other factors which go into the
inflation category, will just bring it down.

Representative HAMILTON. You would agree with him that 4.6
percent is unacceptable, I presume?

Secretary BRADY. As a broad goal, yes. But I think, frankly, the
fact that it's stable over a period of time has some bearing on it.
That doesn't change the point that if it were stable at 10 percent it
would be bad. But, the fact that it has come down and is now
stable around 4.5 percent is something-stability is something to be
sought after.

Representative HAMILTON. It's amazing how these things change.
Some of us have been around here long enough to remember that
President Nixon put on wage and price controls when we had 4
percent inflation. Now we seem to be accepting a 4.5-percent infla-
tion rate on the basis of stability and you don't seem very exercised
about it.

Secretary BRADY. It's not that I'm not exercised about it, it's that
you have to balance off growth against the rate of inflation. It's
theoretically possible to drive the inflation rate down to zero but todo that, in my opinion, you would have to put brakes on the econo-
my which work on the other side of the equation.

Representative HAMILTON. Now, you called through the Presi-
dent's press secretary for lower interest rates. Lower interest rates
would be a suggestion that you want to stimulate the economy
more and are not much worried about inflation.

Is that a fair view? A fair interpretation?
Secretary BRADY. I think the two events to which you referred toone, but they're really part of a 2-day comment on the subject of

interest rates.
On Thursday, the President's press secretary called for low inter-

est rates, and I think that was anticipation on the President's ap-
pearance at a housing conference where I think it's not untradi-
tional, if that's the word, for Presidents to talk about increased
home production and lower interest rates.
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So it was not meant to be a contest with the Fed that particular
time. He has in the past at every housing conference -expressed the
hope for lower interest rates.

Representative HAMILTON. Surely, the press secretary of the
President would not call for lower interest rates unless the Presi-
dent had clearly instructed him to do so.

Secretary BRADY. Well, I'm not sure, in the way these things
take place, that's true: In the face of a speech by the President for
the next day before a housing conference, it could very easily be, in
trying to inform the press ahead of time of some of the things the
President was going to talk about, that could be the case.

Representative HAMILTON. Is it the position of the President and
the administration today that you want the Fed to move to lower
interest rates?

Secretary BRADY. Mr. Chairman, as I'm sure you're aware, our
position, and the President supports it, is that we conduct discus-
sions with the Chairman of the Fed once a week, and our meetings
are vigorous and they very often include differences in point of
view.

I think the way I stated it in the past is that the administration
probably has a bias toward growth that's greater than that of the
Fed. At the same time, we keep a weather eye on inflation. And I
think the reverse is probably true of the Federal Reserve System.

Representative HAMILTON. Among those differences at the
moment is that you're pushing the Fed for lower interest rates at
this point in time.

Secretary BRADY. Again, sir, with all due respect, the discussions
at our meeting with Mr. Greenspan are vigorous. There are differ-
ences in point of view openly expressed. It's something that I think
is best kept between he and I.

Representative HAMILTON. Why did the press secretary of the
White House then go public with it?

Secretary BRADY. As I tried to clear up by stating the facts, I
don't believe he was talking about Federal Reserve policy in that
particular instance. I think he had in mind the fact that the Presi-
dent the next day was going to speak at a housing conference. And
Presidents generally talk about lower interest rates at housing con-
ferences.
* Representative HAMILTON. Are these informal channels that you
refer to satisfactory for you in conveying the views of the adminis-
tration to the Fed with respect to the steps that ought to be taken?

Secretary BRADY. Sir, given the independence of the Fed, taking
that as a given, I don't see that a public revealing of the discus-
sions between the Treasury and the Fed would do much. I don't
know as it would change the Fed's opinion as long as they have the
votes to do what they're going to do.

Representative HAMILTON. Mr. Greenspan labeled Mr. Fitz-
water's statement as inappropriate.

Would you agree with that?
Secretary BRADY. Not in light of what I understand was the

reason for the statement being given.
Representative HAMILTON. On interest rates, long-term interest

rates have risen by about half a percentage point in the past
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month. Some experts say this is because of a reluctance by foreign
investors to buy our bonds for whatever reason.

How do you account for the rise in long-term interest rates? How
concerned are you about it?

Secretary BRADY. Obviously, we would like lower long-term inter-
est rates. I think a couple of things are happening, which I hoperill h,,uar nolly a Qbnli+-, Uff sA s,.I.

that's happening is interest rates in Germany and Japan have been
raised, while interest rates in the United States have been lowered.

So that the attractiveness of U.S. debts and fixed-income securi-
ties is obviously less in comparison to Germany and Japan than it
used to be. So, for the short term, that will produce an uptick in
the rate of interest in the Treasury bills and 30-year bonds.

It's unfortunate but it's one of the things that happens as coun-
tries readjust their interest rate policies.

Representative HAMILTON. Is there any doubt that the influence
of these foreign markets on our own economy is increasing? Is that
fair to say?

Secretary BRADY. I think it's very fair to say. If I may, just one
statistic, Mr. Chairman, which has always fascinated me is that
every night through the Federal Reserve System in New York,
there are 1 trillion dollars' worth of settlements on the Fed and the
CHIP's wire. It's an enormous figure. It's one-fifth of our gross na-
tional product every night.

Representative HAMILTON. When you served as the head of the
President's commission to look at that 1987 stock market crash,
you commented that-I think you used the words-the "catalyst
for the crash" was the rise of interest rates in 1987.

Does that situation seem to be repeating itself? Could this rise
lead to another crash in the stock market?

Secretary BRADY. If we talk about a crash as being one that pro-
duces a 500 point decline in one day, I don't think so. In October
1989, we had a serious day of declines. I believe it was over a hun-
dred points. The upshot of that was, on the following Monday, the
market went back up again.

So I think what has happened in the period of time between 1987
and 1989, is that people now understand better the interaction of
forces from all over the world, but particularly the interaction of
forces between the Chicago Futures Market and the New York
Stock Market.

One of the main conclusions of the 1987 report is that we have
one market. It's an electronic market that exists in computers and
in the transmission of electronic data. But it is one market. So,
once you realize that these two markets have to balance out be-
tween each other and you understand how those markets balance,
in my opinion, that is the reason why the October 1987 crash was
not repeated this last year.

Representative HAMILTON. One of the reasons that the 1987
crash did not hurt the economy may have been because corporate
profits were very high and rising at the time. Currently, they're
moving in the other direction. That's one important distinction.

Well, I have some other questions that I want to come back to.
Mv time has expired, and T ronu-Sre Senator Syms.

Senator SYMMS. Thank you very much, Mr. Chairman.
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Welcome, Mr. Secretary.
And I appreciate the testimony you have given here this morn-

ing. I want to say just as a tale before I start on my subject here
this morning, Mr. Secretary, I hope that we in the United States
and you in the Treasury Department do not join on the bandwagon
of some of the overzealous regulators who are opposed to the trad-
ing of stock index futures and drive those markets to Tokyo, be-
cause they're not going to go away, I don't believe. They'll just go
offshore somewhere if we don't have them in the United States.

And I compliment your ability to put into perspective with the
electronics now of New York and Chicago and the relationship be-
tween the two. And I thank you for that answer you just gave.

But, Mr. Secretary, I want to thank you and the President for
your strong stand and the President's statement Wednesday night
that he was going to follow through on his budget plan with no
new taxes.

I'd have to say, Mr. Chairman, I want to thank all my friends in
the Democratic Party that were on the floor that refused to stand
up and clap for the President when he said that, so that we could
make it clear to the American people just who it is that wants to
raise their taxes in order to solve the problems of the budget.

I also think, Mr. Secretary, that the administration, I would
hope, would look favorably, and at least with an open mind, to
what the message is that Senators Moynihan, Kasten, Sasser, San-
ford, Heinz, and others, who have really opened up the debate
about the Social Security trust fund and the correct level of tax-
ation for it.

I think it's very interesting if you notice here what the General
Accounting Office says about it. They say that:

"In our view, the preferable course of action"-this is with re-
spect to the Social Security trust fund and surplus-"In our view,
the preferable course of action would be to make the accumulation
of Social Security trust fund reserves an economically meaningful
process, one that represents a net additional addition to national
savings."

Last week, I introduced a bill which has been sent down to the
administration to study, review, and see what point it is that I'm
driving at, because I think it's a perfect compromise between what
the President is calling for with the family savings account. I laud
you and the President for coming up with the plan, recognizing
that one of your cornerstones of the administration is to increase
Americans' personal savings rate. I think that's a good goal and we
should do it.

The bill I introduced, S. 2026, I think provides for an economical-
ly meaningful process. In other words, what we would do is put the
surplus of each worker's money from Social Security into a family
savings plan to protect it from the spenders in the Congress.

Senator Moynihan and others are correct that we in the Con-
gress spend the money that comes in from Social Security tax in
the unified budget or other processes.

If you'd move that chart, please, I'd like to show this out. This
area right here, this line, is the administration's budget line where
we'll hit a zero budget by 1993. This is the surplus, and I call this
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the Darman fund here, which is the plan to start accumulating
that.

Maybe it's a good plan. It's very hard at a town meeting with a
group of constituents to explain how that's supposed to work. And I
fear it may be too little too late.

This is the line of what the deficit would be under the proposal
by St1awur Kasien and Senator MvLoynihan.

And that would be Senator Kasten's line. Senator Moynihan I
don't think mentioned Gramm-Rudman. I think his thought was
that if Senator Hollings or someone would come in with another
tax increase, we would pass that to make up the difference.

Senator Kasten came along and offered this plan where he
slipped the targets of Gramm-Rudman, and admit to ourselves
that, if we can control government spending, whether we borrow
money, whether we tax the money or whether we inflate the cur-
rency, I think inflating the currency would be the least good. It
would be the most immoral way to stop this problem. But, we
would slip the target over to here. So it would be in 1995 and 1996,
we would have a balaned budget instead of 1993-94.

My plan takes the President's family savings accounts, takes all
of this money that's in here between these two lines and puts it
into Social Security supplemental family savings plans, accounts
for each American, patterned after the President's program.

I'm not married to what I've introduced in my plan with respect
to how those would be worked out, but we have taken what the
President has suggested and what you've suggested at Treasury
and said that the money for the surplus and Social Security can go
here.

And the difference between this plan and the one that has re-
ceived some notoriety in the press, that this would not interfere
with the beneficiaries of Social Security; the Social Security trust-
ees would, in case there was a recession, there would be less money
in this section. They would put the money in to pay the current
beneficiaries.

If we had a good booming economy 20 years from now, 15 years
from now, more liberal immigration policy, more workers coming
into the country, feeding into the chain letter, than it would still
pile up this big savings in the future for each individual American.

So you would gain from this program a net increased savings for
all Americans. Congress would be denied access to all these billions
of dollars that they would want to spend to buy votes to get them-
selves reelected. And the American people will at the end product,
when the baby boomers reach retirement, have a substantial sav-
ings account.

So I hope we can bring this into this debate and not say that it's
just an open and shut case on what Senator Moynihan has brought
up.

I think he's brought something to the national debate that the
American people are interested in. As one who is in office, Mr. Sec-
retary-and you had that experience of going home and talking to
the voters-the voters are very concerned in America about what's
happening to the Social Security funds and wvhy is the Social Secu-
rity fund taxed more to pay for other programs.

29-868 0 - 90 - 6
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So I hope that you'll look at that. I don't expect a blanket en-
dorsement of it this morning, but I would hope that it would not
have a blanket turnaround.

I just say before I ask for your comment on it:
You made the statement that you don't think we should mess

around with Social Security. The President said we should not
mess around with Social Security. I respect you for that. My plan
does not mess around with Social Security. It protects current
beneficiaries and future beneficiaries that would have a priority
over the private savings plans.

But we would establish a defined contribution account similar to
what Federal employees enjoy today in the Federal employees
thrift savings plan, which is a very nice way for Federal employees
to accumulate their own private pensions in addition to the Feder-
al pension.

And I think, Mr. Secretary, you know that, in my heart, I'm still
an apple grower and I think that this kind of a plan-and the
reason I say that is I think in terms of 20- to 25-year plans. When
you plant an apple tree, you don't start harvesting very many
apples for at least 10 years. And you don't reach full production
until 20 years. And by 20 years from now, if we would enact this
into law now, we would have a massive pool of private savings. If
we go the other way and we really did it right and Congress didn't
squander the money and the Government saved it all, which, you
know, I'm a little skeptical-I'm too much like Barry Goldwater, I
guess. I'd like to see the cigar box where all the money is. So far, it
keeps getting to be more debt.

But, if we did it theoretically correct and were responsible, I
think it would not be healthy for the economy to have the Federal
Government be the person that owns all the money, because then
you would have to go to the Federal Government to get a loan to
start your factory or whatever you were going to do.

I think that would be unhealthy also. So I hope you'll look at
that. I think it answers a lot of questions. And we mailed that out
to some 600 outlets and it's going to be talked about. And we want
to heighten the debate on that issue as part of this overall package.

Secretary BRADY. Thank you, Senator Symms. We certainly will
take a look at it. I'm not sure I can understand all the aspects of it
just from looking at it quickly.

I would make several comments, and we do want to promise you
that we will take a look at it.

First of all, I think we don't want to confuse the American
people about what the Social Security trust fund does. The Social
Security trust fund is not investing in the deficit. The Social Secu-
rity trust fund, all of the funds that come into the Social Security
trust fund, are invested in U.S. Government securities. There is no
real connection between the budget deficit and the Social Security
trust fund from a mechanical point of view.

Simply, the people's money and the corporation's share of the
total contributions are used to buy the U.S. Government notes. It's
the full faith and credit of the U.S. Government that ultimately
pays that off.

I would admit that, when you are looking at the Federal budget
deficit, it's a valid point to say why are you adding Social Security
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trust fund surplus to the operating deficit and thereby reducing the
size of the deficit.

In the budget document that was submitted this year, Director
Darman put three columns in. One is the Social Security surplus.
The second is the operating deficit. The third is the unified budget.
Those two added together would show for Gramm-Rudman pur-
nnqpq hnw thunp thrpa >nluwmna all adze arn - 1ev-

But I think we ought to be very careful in implying, and I know
you're not, that money that goes into the Social Security trust fund
is going into the budget deficit. It's not. It's going into a trust fund
which is a very tight trust fund, the principal assets of which are
going to be used to pay off the benefits when they're needed.

I must say that, again, I don't know how your plan, which is very
thoughtful and a useful addition to the debate, would affect this.
But, we have taken the position with regard to earlier discussions
on this subject by Senator Moynihan and others that reducing the
Social Security taxes by $55 billion is not something we would ad-
vocate at this particular point in time, because, really, all it does is
to shift the generational burden of providing the benefits in the
trust fund from our children to our grandchildren. This is just sta-
tistically inevitable from this cut that's been suggested.

And we do not think that's a good idea. And as you know, back
in 1983 and prior to that time, we had a debate in this country as
to. whether the Social Security trust fund system was sound and
whether it would pay the benefits off when they're due.

I think most Americans feel that that debate is behind us and
they're satisfied that they'll get their money when it's due. I do. I
feel that way, that we do have a sound system.

I think we ought to always look at innovative ideas, but I hope
we don't take something that the, American people believe in and
change that view, because I don't think that's the case.

Senator SYMMS. Thank you very much.
Thank you, Mr. Chairman.
Thank you for your excellent testimony this morning.
Representative HAMILTON. Mr. Secretary, I have a few questions

on the debt situation.
The goal, of course, in any international debt strategy, is to get a

resumption of growth.
Do we have any evidence now that the current debt strategy is

raising the growth rates of these developing countries or will raise
them?

Secretary BRADY. Mr. Chairman, I can only tell you about sever-
al particular instances. One is the case of Mexico. A part of the
process by which you access funds in the IMF and the World Bank
in order to reduce your debt is to agree to strong and solid econom-
ic programs based on growth. The programs would include meas-
ures to bring back into the country flight capital and to encourage
investment. These programs, of course, give courage to the banks
who are making private sector loans. That has been certainly a
hallmark of President Salinas' administration.

In Argentina, where the situation is very, very severe, President
Menem just this last year has embarked on that kind of a program
himself. And in the meetings with President Collor, recently elect-
ed in Brazil, he, too, is adopting economic programs which are
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solid, sound and which allow, hopefully, the IMF and the World
Bank to be participants in that particular country's problems.

So I think that by using this approach, we help the process by
which individual countries try to produce programs which provide
growth.

Representative HAMILTON. Are we seeing that growth occur yet?
Secretary BRADY. In the case of Mexico, which is the country

that I'm most familiar with, the answer is yes. We are getting
enormous growth in Mexico. We're getting a return of flight cap-
ital to that country, a decrease in the rate of inflation, a decrease
in the interest rates, and increased investment by foreigners. The
Mexicans have now sold the national airline to their own private
sector plus to foreign investors as well.

Mexico's largest copper company is being turned over to the pri-
vate sector. And growth is abounding.

Representative HAMILTON. Do you think we'll begin now to see
the rate of growth increase for these heavily indebted countries?

Secretary BRADY. I think so, but not in every country because it's
hard. But I believe that a return to sound economic policies will do
that.

Representative HAMILTON. The Wall Street Journal this morning
reports that the Mexican debt agreement is only going to slightly
reduce Mexico's debt service and may ultimately increase Mexico's
$93 billion debt.

How does that strike you?
Secretary BRADY. Perhaps you know more about the press than I

do, but it seems to me that we see in these reports on Mexico an
example of the glass being half empty instead of half full.

Let me just cite some statistics.
First, the comparison that should be made is not the fact that we

are lowering debt and debt service, which we are significantly, but
what it would have been if we hadn't approached the problem this
way. Under the traditional new money approach, Mexico's debt
would have skyrocketed and the situation in that country would
have been much more severe.

Second, perhaps the most important statistic of all, and I don't
understand why it isn't in the newspaper reports, is that the struc-
ture of the Mexican transaction removes the obligation to pay over
$40 billion in principal from the backs of this generation of Mexi-
cans and their children. This is because the principal payment on
that debt is collateralized by zero-coupon bonds.

That's an incredible statistic. Before this plan, it was entirely the
credit and responsibility to pay off that principal was Mexico's
alone.

After the plan, the Mexican debt is, to a great extent, backed by
U.S. Treasury securities purchased by the Mexicans, these securi-
ties mature at the same time the Mexican bonds mature, thereby
supplying the funds to pay off the debt.

I can't understand why that factor isn't mentioned in the news-
paper stories to a greater effect.

Representative HAMILTON. Did the Treasury give Mexico a favor-
able rate on those zero-coupon securities you were talking about?

Secretary BRADY. Not at all. There's been some discussion about
that. There are many arguments I have seen since the time that
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allegation was made that the Mexican zero transaction was priced
right on the mark, or that it was even below the mark.

But, most importantly of all, the Mexican transaction with re-
spect to zeroes is based on the 1987 precedent, when we also sold
zeros to Mexico.

Representative HAMILTON. So there was no favorable pricing
teeherD Meacr~ e tem SEArees rus roprtods?

Secretary BRADY. Not in my mind.
Representative HAMILTON. What about the banks that chose the

so-called new money option? What percent of banks opted to take
the new money option?

Secretary BRADY. Very few, Mr. Chairman.
Representative HAMILTON. Were you disappointed in that?
Secretary BRADY. Well, yes, I was. But not surprised. It has been

said that the new debt strategy is the reason commercial banks
have not come forward with new money. That, in my opinion, is
not the case. There has been a trend by the commercial banks over
the last 5 years not to provide new money for the debtor countries,
a trend downward.

So it didn't surprise me. In fact, it's the reason we changed the
strategy. I was surprised, however, that in the case of the Philip-
pines new lending seems to be picking back up again.

Representative HAMILTON. Do you believe on the basis of your
experience in these negotiations that banks are prepared to put sig-
nificant amounts of new money into these heavily indebted coun-
tries over the next several years?

Secretary BRADY. I think that will be determined on a case-by-
case basis in those countries which can show strong economic pro-
grams and the political will to maintain them. I can't imagine that
international banks won't want to be part of that expansion.

Where countries don't show a strong economic program, I think
we are going to have trouble getting new bond lending.

So it's really in a sense up to two forces to get these problems
solved. One is the country itself in terms of new, strong economic
programs. The IMF and the World Bank have been incredibly help-
ful in encouraging reform programs and helping out when those
policies are in place.

Representative HAMILTON. Most of our banks in this country or
at least some of them have sharply increased their reserves against
these debts. But what they have not done is taken a general write-
down on their Third World loan debt portfolios. They've set aside
the reserves, but they have not acknowledged that those reserves
are going to have to cover real losses.

Do you think it's now time for banks to begin looking in general
at that?

Secretary BRADY. I think the fact that they increased reserves in-
dicates to us what they think the loans might be worth. I think
that most banks have a legal problem, Chairman Hamilton, which
I understand from having been in the industry, where when you
have a legal obligation on your book, it's a big step to take that
legal obligation off your book.

The lawvers will Probably advise them that the directors, if t-ho
do so, are subject to suit. So it's a complex problem.
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Representative HAMILTON. As I mentioned a little earlier, we
have an increase in long-term interest rates that is underway. Is
that going to make it easier or harder to arrange some kind of
global solution to the debt problem?

Secretary BRADY. You know if interest rates go up worldwide,
that's not helpful. But I would point out that at least in our own
country, interest rates in the long-term sector of the market are
down some 60 to 70 basis points since a year ago. And, of course,
before this recent rise, they were down even further than that.

Actually, one of the peculiarities of the Mexican financing was
that international rates were falling and, therefore, a great many
banks which previously would have taken an option which reduced
interest rates to Mexico decided instead to take a principal reduc-
tion.

In the last year or so, we've been aided in the Third World debt
crisis by having London interbank rates come down and our own
bank rates come down. If they go back up again, it's not helpful.

Representative HAMILTON. A bill that passed last year for Poland
and Hungary is premised, as you'll recall, on trying to get private
sector development into those countries.

What is your impression at this point? Of course, that law has
only been on the books a few months. But, is there any evidence
that private investors from the United States or from Japan or
Europe are 'prepared to make substantial investments in Eastern
Europe? Do you see anything encouraging there?

Secretary BRADY. Well, is your question about the U.S. investors?
Representative HAMILTON. I'm just wondering if you're getting

any private investment in Eastern Europe from any source, includ-
ing the United States.

Secretary BRADY. Well, I think quite naturally the understanding
of exactly how those economies work is probably better understood
in Europe than it is here. But I see among American bankers the
same interest that I see among European bankers, which is that, as
these economies progress, they are going to be interested, because,
in the long run, they'll be integrated into the European Communi-
ty and be useful participants therein, and also be creditworthy
countries. In the short run, I think everybody understands the dif-
ficulty of the problem.

None of these countries have a market economy. In some of
them, there is a very weak central banking and banking communi-
ty. 'So some of the things we take for granted in this country,
which are pricing policies which are free-market derived, just
simply don't exist there.

And until you get those things going, it's going to be difficult.
Representative HAMILTON. You don't see any move yet for pri-

vate money to go into those countries?
Secretary BRADY. You can refer to the case of General Electric,

that bought 50 percent of the largest light bulb company in Hunga-
ry with a view toward supplying the European Community from
there. There will be transactions that take place in that fashion.

But these countries must work hard to help develop a more
market-oriented economy. Until Western companies understand
that there is a free market economy working there and that the
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structures that are necessary to get that done are more in place,
the pace of new investment is going to be slow.

Representative HAMILTON. I wanted to ask you about coordina-
tion of our economic policies with the G-7 nations.

When the Federal Reserve and the Treasury Department dis-
agree on policy coordination, how do you resolve that conflict
within the administration? Who is the lead here? Is it the Treasury
or the Fed?

Secretary BRADY. In terms of intervention, you're talking about
now?

Representative HAMILTON. And coordination.
Secretary BRADY. Coordination and intervention are slightly sep-

arate things, sir. The procedure in the delegation to the G-7 meet-
ings is that Treasury takes the lead. I wouldn't want to by saying
that indicate that all the Fed's concerns aren't as well taken into
consideration. And, of course, Mr. Greenspan comes to those meet-
ings.

Representative HAMILTON. So the Treasury then is the agency
that has the primary responsibility for coordinating with G-7?

Secretary BRADY. That's correct. But, at the same time, we have
another railroad track that goes along in parallel, which is the cen-
tral bankers around the world. And, of course, Mr. Greenspan and
the Fed have primary responsibility for that coordination.

Representative HAMILTON. Mr. Secretary, I have introduced a
little bill relating to reform of the Federal Reserve. I'm not going
to go into that with you now. But I have written to you and asked
for your analysis of it and your judgment about it. And I would
like to ask you to respond to that, if you would.

Secretary BRADY. I would, indeed.
Representative HAMILTON. I wanted to raise a few questions with

respect to the capital gains tax as well, so that I understand your
position on that.

Your proposal is to exclude 30 percent of the assets held for 3
years and 20 percent of the assets that are held 2 years and 10 per-
cent for assets that are held 1 year. It applies to all assets except
collectibles. It applies to purchases that were made some time ago.
And the rationale which you've given is that it's to enhance long-
term investment.

Now, today, institutions own about half of the shares in the stock
market and they do about three-fourths of the trading. Individuals
already hold shares longer in part because they escape capital
gains taxation entirely at death.

Is it the administration's position that individuals need more of
an incentive than forgiveness of capital gains on death to hold
stock for a long period?

Secretary BRADY. More of an incentive? I didn't quite hear the
question.

Representative HAMILTON. More of an incentive than the forgive-
ness of capital gains completely on death. Do you need more of an
incentive to get them to hold stock for longer periods?

Secretary BRADY. Mr. Chairman, if I could, we have to go back to
the fundamental thought that we've had in our mind, the basis for
our theory, which is the whole nature of savings in this country



164

and the cost of capital to U.S. corporations as opposed to our com-
petitors in Japan, Germany, Taiwan, Korea, and elsewhere.

I think it's statistically correct to say that we have from a cost of
capital point of view a much more expensive burden on our corpo-
rations than do those in Germany and Japan. So, reducing the cost
of capital is our major thrust.

Obviously, I don't want to drone on, but that's just the way my
own mind worked. When a U.S. corporation making a car, say,
competes with a Japanese or German manufacturer, it has to com-
pete on what it pays for steel. And I presume that's about the same
for all three countries. It has to compete on what it pays for labor,
and that's getting closer and closer. And it has to compete on what
it pays for capital, and that's not close.

In the case of Japan, the cost of capital is estimated to be 50 per-
cent of what it is in the United States. And, compared to Germa-
ny-U.S. corporations pay twice as much.

So what we're aiming at is to try and lower the cost of capital to
some large extent and the fact that we have capital gains taxes
and Germany and Japan do not for long-term investments is part
of that cost of capital differential.

So that is really the basis on which we approach this problem.
That leads into savings; in a mechanical way, the family savings
plan is an attempt to do something about that. I know that's a
long-winded answer.

Representative HAMILTON. No. I'm struggling with this, Mr. Sec-
retary.

We had a previous experiment with this sliding scale holding
period. We had that tax provision during the Great Depression.
And I think the result of that experience was that it discouraged
trading and hurt the market.

Did you look at that experience when you were looking at
making this proposal?

Secretary BRADY. I do not know the answer to that question. I
would like to get it for you and supply it to you going back as far
as the Depression. I don t know if we did or we didn't.

Representative HAMILTON. We had capital gains tax cuts in 1978,
1981, and 1984. Is the record clear that in each of those cases when
we had a capital gains tax cut, that we increased our investment?

Secretary BRADY. I think the record, to say it's clear would be to
overstate the case. It's our impression that it had an effect on in-
vestment and at that time, obviously, the differential parallel that
our competitors enjoyed at the same time.

Representative HAMILTON. I just would like for you to furnish
the committee any economic study that identifies an improvement
in investment as the results of the capital gains tax cuts of 1978,
1981, and 1984. My recollection is that the Reagan Treasury De-
partment's own study of the 1978 capital gains tax cut said that its
impact on economic growth and the allocation of resources was
really quite small.

So I'm interested in your basis, if you would, for believing that
these proposed cuts in capital gains taxes will in fact increase in-
vestment.

[The following information was subsequently supplied for the
record by Secretary Brady:]
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You have asked me to furnish the Committee any economic study
that identifies an improvement in investment as a result of a
capital gains tax cut. In this response I shall provide a series
of references to studies which relate to the extent to which a
cut in capital gains tax rates may be expected to increase
investment. While these various studies reach somewhat differing
conclusions, I believe it is fair to say that they all support
the belief that an increase in inv~e,,on- -hId.A Ut

Several studies suggest that taxes in general, and capital gains
taxes in particular, affect investment and overall economic
performance. For example, Hall and Jorgenson (1967, 1971),
Jorgenson (1971), Feldstein and Flemming (1971), Feldstein
(1982), Boskin (1985), and Feldstein and Jun (1986) argue that
taxes can be important determinants of investment. They
emphasize the importance of the "cost of capital" as a
determinant of investment decisions. The cost of capital is the
rate of return an investment must earn to cover all costs,
including taxes and depreciation, and yield investors their
desired after tax return. All else constant, a lower cost of
capital will encourage investment. Lower taxes, including lower
capital gains taxes, can reduce the cost of capital, and
therefore can stimulate investment. Feldstein (1982) and
Feldstein and Jun (1986) also suggest that taxes are an important
determinant of investment.

Factors other than taxes also affect investment decisions. For
example, output and cash flow are also important determinants of
investment spending. The fact that macroeconomic conditions can
change at the same time as taxes make it difficult to sort out
the independent effect of taxes. Chirinko (1986) provides a
technical discussion of these problems.

Several studies focus more directly on capital gains taxes.
These include 1978 Congressikonal testimony by Evans, Ciminero,
and Eckstein, based on the output of large macroeconomic
simulation models of the U.S. economy. In addition, Becker and
Fullerton (1980) simulate the effect of a cut in capital gains
taxes on economic activity, and a Treasury study (1985) shows
that cutting the capital gains tax can stimulate investment and
improve economic performance. A recent analysis by Henderson
(1989) suggests that the increase in the tax rate on capital
gains contributed about one-half of the 1986 Tax Reform's overall
increase in the corporate cost of capital.

These simulation studies show how cutting the capital gains tax
can stimulate investment and improve economic performance. The
size of the effects varies from model to model (and from proposal
to proposal). Importantly, even a modest increase in annual
investment can, over several years, result in a significant
increase in the nation's productivity.
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Representative HAMILTON. Of course, you're applying the capital
gains tax under your proposal to existing investments. If the goal is
to encourage new investments, why would you do that?

Secretary BRADY. It's applied to assets held one year or more. It's
not if you bought the asset yesterday and the law went into effect
today. You wouldn't get the benefit from that until you've held it
for more than 1 year, or for 3 years to receive the maximum exclu-
sion.

The reason for doing that is, obviously, it has a revenue effect.
First of all, the intent is to try and make it only apply for the long
term. We picked 3 years. Somebody could pick 21/2 or 31/2 years, or
4 and 2 years. But we thought that was the right period.

Then we wanted to phase it in because, obviously, if the funda-
mental theory is that you're trying to give this break only to
people that invest for 3 years, then if you do so, just cold turkey,
so-called, you produce a revenue dip in the first year and budget
constraints wouldn't allow that.

The thing would obviously be dead on arrival and we think it's
important that it's not dead on arrival. In fact, that it's flourishing
and is a good idea.

Representative HAMILTON. You made a comment a while ago
about the cost of capital in the United States in comparison to
other countries. This is a very general kind of a question. Do you
think our tax system is much more detrimental to the accumula-
tion of capital than, say, Japan's tax system?

Secretary BRADY. Well, I think it's much more detrimental from
the cost of capital point of view.

I almost hate to even bring this up, but I think the one thing we
could really do, and we don't have a solution, would be to come up
with some system where we didn't doubly tax dividends. I believe
most of our major trading partners do not do so.

And, again, as we go down this road on this journey to try and
increase savings in the United States, I have no pride in author-
ship. If it works in Germany, Japan, and elsewhere and their sav-
ings rates are higher and their cost of capital is lower, let's take a
look at what they do and try and follow it.

But I've gone off the subject a little bit. I think the best thing we
can do would be to try to remove the double taxation of dividends.

Representative HAMILTON. You're not proposing that?
Secretary BRADY. No, sir, I'm not because we can't afford it.
Representative HAMILTON. We would have a huge revenue loss.
Secretary BRADY. Absolutely. But I'm hoping that, as your com-

mittee and we all try and think this thing through and the impor-
tance of savings and lower costs for our corporations-more jobs,
better products, and lower prices-I hope we can consider this sub-
ject because almost all of our competitors do so.

Excuse me for running on, Mr. Chairman, but also we have an
enormous amount of feeling in this country which is shared by the
Treasury that the LBO phenomenon that we've seen in the last
year or so isn't basically something we want to continue. And in
previous testimony before your committee and other committees a
year ago, I put forth my real worries on this subject.

But, if you didn't, that phenomenon in my opinion is almost to-
tally a result of the fact that dividends are tax-deductible and only
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taxed once, and common stock dividends are subject to double tax-
ation.

So I think, if we were ever able to make this change, people
would be able to stop talking about the LBO's.

Representative HAMILTON. I don't want to keep you too long.
You've been very good in testifying. I do note that, in your propos-
sni vynii n nnt. rhAAnQP tn nrnnnc in fhba rnni+nl gainc tov rnnQal

any indexing for inflation, and that's always seemed to me at least
to be very desirable.

Why did you not include that in your proposal?
Secretary BRADY. Well, let me say I don't think we have a mo-

nopoly on every good idea with regard to capital gains, but we do
have certain parameters within which we have to stick if we're
going to get some action on the capital gains proposal. Indexing is
something we considered. It is a useful idea.

However, two things I think are important to realize that ought
to be contemplated. One is that it is expensive. And, two, it's very
complicated. How we would actually have IRS forms which are un-
derstandable by the public on this subject is something that IRS
continually poses to us as something they feel would not be some-
thing they would want to do.

So, cost and complexity.
Representative HAMILTON. OK, Mr. Secretary, we want to thank

you for your appearance this morning before the Joint Economic
Committee. We know you had some difficulty arranging it on your
schedule. We appreciate -that and your appearance on a Friday
morning.

Thank you very much.
The Joint Economic Committee stands adjourned.
[Whereupon, at 12 noon, the committee adjourned, subject to the

call of the Chair.]
[The following written questions and answers were subsequently

supplied for the record:]



170

RESPONSES OF HON. NICHOLAS F. BRADY TO WRITTEN QUESTIONS

DEPARTMENT OF THE TREASURY.
WASHINGTON

April 5, 1990
ASSISTANT SECRETARY

The Honorable Lee H. Hamilton
Chairman
Joint Economic Committee
House of Representatives
Washington, DC 20515

Dear Mr. Chairman:

I am responding to your request to Secretary Brady for
answers to a number of questions submitted by members with
respect to his testimony before the Committee on February 2.

Enclosed are the responses to those questions. I hope
they satisfactorily address the concerns raised by the Committee.

Please let me know whenever we can be of service.

Sincerely,

Bryce L. Harlow
Assistant Secretary
(Legislative Affairs)

Enclosures
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Question 1:

A number of recent studies have found that the burden offederal taxes as a percent of income has declined during the1980's for the wealthiest 20 percent of taxpayers and hasgone up for the bottom 60 percent. The reason for this,according to the Congressional Budget Office, is theincreased reliance on payroll taxes, which are levied only onearninas and onlu hl?- ,,. -,-a th-4s a.:.
regressive. During the hearing, you testified that you arecomfortable with this shift in the tax burden because theSocial Security program is progressive when benefits aretaken into account even though the tax burden is regressive.How is this computation affected by the fact that payrolltaxes will raise about $74 billion more in fiscal 1991 thanwill be paid out in Social Security benefits?

Answer:

The Social Security system is not a welfare plan but acompulsory savings plan. It achieves its progressive resultby giving a higher rate of return to low-earnings workersthan to higher-earnings workers. For example, a retiringworker with monthly earnings under $356 receives 90 centsin monthly benefits for each dollar in average earnings.A worker earning greater monthly income (but less than$2,145) receives only 32 cents in additional benefits foreach additional dollar in taxable earning. Those earningmore than $2,145 per month receive only 15 cents for eachadditional dollar of additional average earnings. This meansthat a worker with only minimum wage earnings will receivebenefits of about 61 percent of earnings, while a worker atthe taxable maximum ($51,300 annual income in 1990) receivesbenefits equal to about 27 percent of earnings. The changingdemographic composition of the United States makes itdesirable to build up the trust fund now, while there aremany workers, in order to finance the future retirementbenefits of those same workers. However, the fundingrequirements called for by these demographic changes do notdefeat the progressivity implicit in the differential ratesof return offered to Social Security contributors.
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Question 2:

Should other income redistribution programs, such as
Medicaid, WIC, AFDC, and Head Start, be funded through
regressive taxes?

Answer:

A number of Federal programs, including Social Security and
Unemployment Insurance, are financed by payroll taxes. These
programs share five characteristics: they are available only
to those covered by special taxes, those taxes are segregated
in trust funds, benefits are related to the taxes paid and
are not adjusted for the income of the recipient, and the
benefits are capped at a modest level.

Since Medicaid, WIC, AFDC and Head Start do not share these
characteristics, they would not be appropriate candidates for
funding via a payroll tax. Certainly it would be unwise to
limit participation in these programs to employed persons, or
to remove the means tests associated with these programs.
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Question 3:

Is the Administration concerned about the recent growth in
the share of federal revenue raised through payroll taxes and
the decline in the share raised through income taxes? Will
you propose any changes in either the income or payroll taxes
to reverse this trend?

Increases in the Social Security tax, the last of which
became effective this year, were enacted in 1977.
The increases were accelerated somewhat in the 1983
Amendments, and the rate on self-employment equalized. The
increases were required to maintain the solvency of the trust
fund. Any reduction in the tax would either be temporary, or
would undermine public confidence in the Social Security
system.

An increase in the income tax is neither necessary nor
appropriate. The President's Budget meets the Gramm-Rudman-
Hollings deficit reduction goals for FY 1991, and will
produce a balanced budget by 1993, without increasing taxes.
An increase in the income tax, in particular, is therefore
not needed. An increase in the income tax would also be
inappropriate; through years of legislative effort, we have
been able to broaden the income tax base and lower rates,
thereby reducing the disincentive effect of income tax rates
on work effort, savings, and investments. Further, this
transformation of the income tax has been accomplished
without reducing its progressivity. This effort has been
rewarded by a unprecendented period of sustained economic
growth, low inflation, and high employment. To return to an
income tax system based on high rates would be a negative
step backward.



174

Question 4:

Is the Administration concerned about the fact that tax as a
percent of income has declined since 1980 for the wealthiest
twenty percent of families and risen for the poorest, next-
to-poorest, and the middle fifths of the population? What
policies will the Administration propose to reverse this
trend?

Answer:

The Federal tax system is in fact very progressive. All
resent studies agree on this point. For example, the recent
analysis prepared by the Council of Economic Advisers and the
Office of Management and Budget ("Progressivity: An Analysis
of the Ways and Means Study") estimates that the net impact
of the Federal tax and transfer system in 1987 increases the
income of families in the lowest family income quintile by
3.7 percent, and decreases by 6.6 percent the income of
families in the highest family income quintdle.
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Question 5:

To the extent that wealthy taxpayers pay a higher percent oftotal Federal taxes now than a decade ago, CBO points outthat the reason is because their incomes have increased evenmore rapidly. The result has been a significant increase inincome inequality during the past decade. Is the Bush
tdm -.zt::t'-.z..z_..d aut h'. i..cza~ae 1., 1--u..|inequality? If so, is the Administration prepared to proposeor support tax or spending policies that would reduce oroffset the increase in income inequality?

Answer:

The current distribution of the tax burden has proven itselfcompatible with national prosperity and has increased theshare of the tax burden borne by higher income taxpayers.While we will, of course, evaluate particular proposals ontheir merits as presented, we do not believe that thestatistics you cite make a case for increasing taxes solelyin order to redistribute the tax burden.
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JOINT ECONOMIC COMMITTEE,

Washington, DC.
The committee met, pursuant to notice, at 10:35 a.m., in room

B-352, Rayburn House Office Building, Hon. Lee H. Hamilton
(chairman of the committee) presiding.

Present: Representatives Hamilton, Hawkins, Obey, Scheuer,
Stark, and Upton; and Senator Sarbanes.

Also present: Joseph J. Minarik, executive director; David R.
Malpass, minority staff director; and William Buechner and Jim
Klumpner, professional staff members.

OPENING STATEMENT OF REPRESENTATIVE HAMILTON,
CHAIRMAN

Representative HAMILTON. The committee will come to order.
This morning, the committee will continue its hearings on the eco-
nomic outlook and the Economic Report of the President.

Our witnesses this morning are Chairman Michael Boskin of the
Council of Economic Advisers and the other Council members,
John Taylor and Richard Schmalensee-did I pronounce that cor-
retly?

Mr. SCHMALENSEE. Yes, sir.
Representative HAMILTON. Close enough?
Mr. SCHMALENSEE. Close enough.
Representative HAMILTON. Mr. Boskin and his colleagues will

speak on the economic outlook and economic policies.
This hearing on the President's Economic Report is an important

part of the process that leads to the Joint Economic Report to Con-
gress, going back to 1946.

Mr. Boskin, we will turn to you now for your testimony. We have
your statement, of course, and that statement will be entered into
the record in full. And you may make whatever comment you like
with respect to that statement and then we will proceed to ques-
tions.

Before you begin, Mr. Boskin, Congressman Upton has requested
that his opening statement be inserted in the hearing. If there are
no objections, it is so ordered.

[The written opening statement follows:]

(177)
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WRITTEN OPENING STATEMENT OF REPRESENTATIVE UPTON

Thank you, Mr. Chairman, and welcome to you, Mr. Boskin, and

your distinguished colleagues.

As some of you know, in a previous life I had the honor of

serving for a time on the Administration side of the budget and

economic forecasting -- in the Office of Management and Budget

under President Reagan. That was before I chose the simpler life

of a Congressman. So I like to say that I have a special sympathy

for the way you in the Executive Branch look at these issues, and

the way we in Congress do. I've even gone so far as quoting Joni

Mitchell's line -- "I've looked at life from both sides now" --

but I think it only reminds people that Fred Upton is a member of

the Pepsi Generation.

In any event, I think all of us realize the importance of

the discussions we are carrying on here today. The recent

testimony before this committee by Fed Chairman Greenspan and

Treasury Secretary Brady received widespread publicity --

indicating the significance of their public comments here. I hope

your remarks here similarly get the attention they deserve.

This discussion is not simply about whether Congress or the

Administration is right. It's about whether, and to what degree,

the American people can reasonably hope for more of the economic
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growth we have enjoyed over the last several years. It is also

about the very serious policy choices we in the Federal

Government should make to promote continued prosperity.

With that in mind I very much look forward to your testimony

today.
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Representative HAMILTON. Please proceed, Mr. Boskin.

STATEMENT OF HON. MICHAEL J. BOSKIN, CHAIRMAN, COUNCIL
OF ECONOMIC ADVISERS, ACCOMPANIED BY RICHARD L.
SCHMALENSEE AND JOHN B. TAYLOR, MEMBERS
Mr. BoSKIN. Thank you very much, Mr. Chairman.
It is indeed a pleasure to be here before the Joint Economic Com-

mittee and to report to you on the 1990 Economic Report of the
President.

Mr. Chairman and other distinguished members of the commit-
tee, you have introduced Mr. Schmalensee and Mr. Taylor. I will
make opening comments and ask each of them to make a brief
comment.

Mr. Schmalensee is in the awkward position of having to rejoin
the clean air negotiations over on the Senate side later this morn-
ing, so I might ask if in particular there was anything that was
likely to be addressed to his areas of expertise, that those questions
might, if at all possible, come first, because he will have to depart
for those negotiations.

The 1990 Economic Report of the President's interpretation of
economic events and economic outlook, principles and policies-be-
cause this is the first report of a new administration, it devotes
particular attention to general principles and policy themes.

In his message, the President discusses the successes as well as
the problems of the 1980's, a period of extraordinary economic
transformation and growth and the market-oriented principles and
philosophies that produced them.

Since 1982, when the expansion began, the United States has
produced the longest peacetime economic expansion on record and
it has created more than 20 million new jobs.

The containment of inflation during this long economic expan-
sion is a milestone in postwar U.S. history. The expansion became
the second longest on record and continued in 1989. The fraction of
the population employed reached its highest level ever, with nearly
2.5 million additional jobs created during the year.

U.S. living standards remain the highest of any major industrial-
ized nation. The U.S. exports rose to new heights. The United
States regained its position as the world's leading exporter. What
has come to be called the revolution of 1989 in Eastern Europe, and
the contrast in U.S. economic performance between the 1970's and
the 1980's confirmed our faith in economic and political freedom.

To quote the President, "Despite the successes, we cannot be sat-
isfied with the strong record of the eighties, we must improve on
that record, deal with inherited problems and meet the new chal-
lenges and seize the new opportunities before us."

The President advances his economic goal to achieve the highest
possible sustainable rate to economic growth.

Quoting the President, "Growth is the key to raising living
standards, leaving a legacy of prosperity to our children, uplifting
those most in need and retaining America's leadership in the
world. To achieve this goal, we must both enhance our nation's
ability to produce and ensure that its potential is more often fully
utilized than in previous decades."
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To this end, he presents five basic policy principles:
Reducing government borrowing until the budget is balanced,and reducing the national debt thereafter; support for a crediblesystematic monetary policy that sustains maximum growth whilecontrolling and reducing inflation; removing barriers to innovation,investment, work and saving in the tax, legal and regulatory sys-tems; avoid unnecessary regulation and, where regulation is neces-

.Y, duvaigii 1ie; ry regulatory programs so that it enhances per-formance, so that it balances benefits and costs and it achieves ournation's objectives in the most cost-effective way, minimally disrup-tive to the economy; and continuing to lead the world to freer tradeand more open markets, while supporting market-oriented reformsaround the world.
Let me briefly summarize what is in the main text of the report,which is a somewhat more detailed discussion of economic perform-ance policies and principles.
Chapter I obviously highlights the principles, policies, analysesdeveloped in the rest of the report.
Chapter II reviews the economic events of 1989 in substantialdetail; real or inflation-adjusted GNP grew for the seventh straightyear. Inflation was contained, laying a solid foundation for futuregrowth.
While the economy is currently growing more slowly than it hadearlier, we expect as 1990 progresses the economy to pick up as theyear progresses.
We do not believe a recession is likely in the near term. Contin-gent upon that, a successful implementation of the President's pro-posed policies, the expansion that is projected to continue in 1990with economic activity picking up in the second half of the yearrelative to the first half.
And, again, into 1991, as the economy moves back to its potentiallevel of output which it currently is slightly below.
We expect it to grow roughly 3 percent per year thereafter. Infla-tion is projected to decline gradually over the next several years;unemployment to remain relatively steady, and interest rates todecline heavily contingent upon the strong fiscal discipline thePresident has proposed.
Chapter III discusses the design of monetary and fiscal policy toenhance the economy's growth potential and to ensure the poten-tial is more fully utilized. The key principle is that macroeconomicpolicies, both fiscal and monetary, should be. systematic and credi-ble, and that shortsighted discretionary finetuning often fails toachieve even its limited objective, and then continuously, generallyharms longer term performance.
The President's actions last fall clearly demonstrated his com-mitment to a credible and systematic policy, fiscal policy, and tothe principles of the Gramm-Rudman-Hollings law.
We laid out in the Economic Report a new rule for fiscal policythat would reduce the Federal debt in the hands of the public after1993 to the proposed Social Security Integrity and Debt ReductionFund.
This would transform the Federal Government from a chronicborrower draining the Nation's scarce savings pool to a saver forgrowth enhancernerit and investment.
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The administration also supports a monetary policy that is credi-
bly committed to sustaining strong economic growth and stability
while predictively controlling inflation.

Sustainable growth will achieve a variety of important objectives,
raise living standards, expand employment opportunities not only
for new entrants to the labor force but for those seeking upward
social and economic mobility, and provide the resources to satisfy a
variety of private and public needs and wants.

Chapter IV discusses administration initiatives to enhance pri-
vate sector investment, retain low marginal tax rates, and reduce
the tax rate on capital gains.

It also discusses initiatives to strengthen the Nation's basic re-
search base, and to enhance private sector incentives to translate
this knowledge into productivity innovations, and it also discusses
efforts to raise the U.S. national saving rate by reducing the Feder-
al budget deficit, and, after 1993, the national debt through the
policies included in the Savings and Economic Growth Act of 1990.

The administration, however, strongly rejects and opposes indus-
trial policy design to have the Government picking winners and
losers and second-guessing the market. Quoting the President:

"That is the way to raise budget and taxes and not living stand-
ards."

We also reject restrictions on the flow of foreign investment
worldwide.

Chapter V stresses an important long-term trend in labor mar-
kets, one that this committee has paid substantial attention to over
the years, based on major demographic changes.

We are undergoing a sea change in our labor markets. While epi-
sodes of declining economic growth and rising unemployment will
undoubtedly occur every once in a while in the future, labor
market trends suggest new concerns about the supply of workers
and skills will dominate longrun labor market concerns in the dec-
ades ahead.

It will be important to increase their availability, for example, by
improving the performance of our students in elementary and sec-
ondary schools and by bringing the disadvantaged into the econom-
ic mainstream.

The administration, through its proposed Educational Excellence
Act, through working with the Nation's Governors and pursuant to
the education summit to develop national education performance
goals, is trying to lead the way toward improving the performance
of the U.S. educational system.

While the most effective administration antipoverty program is a
commitment to a healthy economy, the administration supports

-other initiatives in a variety of areas to try to bring the disadvan-
taged into the mainstream and to assist them. And this includes
proposals for a targeted and refundable child care tax credit, sup-
port for the Americans With Disabilities Act, improvement of the
Job Training Partnership Act and initiatives for home ownership,
and so on.

Chapter VI stresses that a healthy environment and a sound
economy can be compatible if-and I must emphasize only if-envi-
ronmental regulation is well designed. Well-designed environmen-
tal -regulation sets targets that balance benefits and costs- and uses
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flexible regulatory methods that enhance private incentives to
meet those targets without unnecessary additional costs, for exam-
ple, to utility rate payers, or unemployment to our workers.

The administration proposed amendments to the Clean Air Act
involve both sensible targets and effective methods.

Chapter VII stresses the administration's strong commitment tofreer trade and oDen mqrkft.q snd sinnnrtfing ar'-red rc
forms worldwide.

Successful completion of the Uruguay Round of the GATT this
year is the administration's highest trade policy priority. Success-
ful completion of these negotiations would confer substantial bene-
fits on the United States and global economies.

The administration also strongly supports market-oriented re-
forms in Eastern Europe and in heavily indebted countries. In par-
ticular, the planned economies have a long road to travel to pros-
perity despite the inspiring and dramatic events of 1989. But we
know that the only hope for these countries to achieve sustained
increases in living standards for the population is to move further
along the road to market-oriented reform.

That is a brief overview of the report. Let me ask Mr. Schmalen-
see and Mr. Taylor if they would like to make a brief comment.

Mr. TAYLOR. I would like to make comments about chapter III
and then chapter VII.

Chapter III focuses on what we call the design of macroeconomic
policy. It establishes two essential principles of policy. First, to
design fiscal and monetary policy, it is important to emphasize
what we call in the report systematic policy rather than purely dis-
cretionary changes in the instruments of policy.

Shortsighted discretionary policy neither attempts to lay out a
policy plan nor to maintain a commitment to that stated plan. On
the contrary, a systematic policy is forward looking.

The report goes on to explain how the administration's proposals
and the administration's actions during the first year do follow the
principles of both the systematic and a credible policy.

Examples of the systematic policies are the promise not to raise
marginal tax rates as well as the administration's proposal for a
new rule for fiscal policy, which Mr. Boskin mentioned.

The second policy principle is credibility. Credibility is the policy.
Policy should be as credible as we possibly can make it.

Improved credibility can favorably affect expectations. It can also
resolve uncertainties that inevitably arise and complicate policy-
making in the context of changes and structural relationships in
the economy.

The focus on systematic and credible policy may seem like an ob-
vious choice. Indeed, as we read recent economic research and prac-
tical experience, it mandates such a choice, but this was not always
the case. The report attempts to discuss contrary views that have
been espoused by some in the past.

The report also endeavors to explain the particular advantages
from an economic viewpoint of improved economic performance
that comes from credible systematic sets of policies. And in this, we
appeal to recent economic research and practical experience.

Chapter VII is the chaDter on growth and market reform in theD
global economy. Basically, we think of this chapter as ringing the
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bell for free markets. And in doing so, we focus on several different
areas in which there have already been substantial economic gains-
from the move to free markets or in which there is the potential
for enormous gains in the future.

As Mr. Boskin indicated, there is substantial discussion of the
economic reforms that are already underway in some countries or
are planned in the countries of Eastern Europe.

We emphasize in the report, and I think it is important to em-
phasize this here, that political reform goes hand in hand with eco-
nomic reform. Indeed, several Eastern European countries, includ-
ing Poland and Hungary, have attempted piecemeal reforms for a
number of years; Hungary, since 1968.

While certain prices and wages were adjusted, it is clear that
without private property and political freedom through which
firms and individuals are responsible for economic success or fail-
ure, these reforms would not work.

We think the new reforms are particularly encouraging, especial-
ly in Poland. And the President has actively reported this reform
to the Stabilization Fund and other groups. The rationale is de-
scribed in the report.

Of course, the gains for market reform are evidenced not only in
Eastern Europe but in our own hemisphere. There is a discussion
of the reforms in Mexico, Costa Rica, and other countries. And in
particular a description of how the Brady initiative is assisting in
reducing some of the debt burden in these countries.

Market reform goes beyond individual countries, but also per-
tains to relationships between countries. And a second aspect of
this whole chapter is the focus on international trade, as Mr.
Boskin indicated. The Uruguay Round is the President's highest
priority, and we describe why that is the case in the report.

We still need to go a long way to reduce barriers internationally.
Indeed, there is evidence that barriers have been on the increase in
recent years. Successful completion of the GATT Round is a mani-
festation of the President's pledge not to resort to managed trade.

The U.S. proposal on agriculture is particularly promising, par-
ticularly significant and, therefore, it is discussed in detail in the
report.

There's also a discussion of our trade relationships with Japan, a
discussion of the Structural Impediments Initiative and how we
feel that these discussions are also an alternative to managed
trade.

And, finally, there is a discussion of EC 1992. We make the point
that claims concerning Europe are exaggerated. There are enor-
mous benefits, not only to the citizens of Europe, but to citizens
around the world from this integration and the reduction of bar-
riers in these countries.

Now we need to be vigilant and careful that barriers to other
countries are not created either intentionally or inadvertently, as
barriers within the EC are reduced. That, in fact, is the administra-
tion's policy at this time.

Thank you, Mr. Chairman.
Representative HAMILTON. Thank you very much, Mr. Taylor.
Mr. Schmalensee.



185

Mr. SCHMALENSEE. Mr Chairman, thank you. I will just briefly
discuss a couple of themes that run through the report.

As Chairman Boskin indicated, the President stresses growth,
sustainable growth, as his key objective. And one naturally thinks
about monetary and fiscal policy in that context.

The point I want to make briefly is that the importance of
gIUw,61 AIS i-el11' V t r,11V- U L UViLV He I-eVLL-, IILvb J-LL i, 111 A YVU -"ILl,
the macroeconomic policy discussion.

One of the five goals that Chairman Boskin read was the remov-
al of impediments to saving, to work, to investment, to innovation.
And as one goes through the body of the report, one sees a discus-
sion of a variety of impediments and policies designed to remove
them-on the tax side, capital gains, and in the research and ex-
perimentation credit. The whole question of well-designed support
for research in general, basic research, most importantly, is dis-
cussed.

On the legal side, we discuss product liability law and its impli-
cations of innovations. On the regulatory side, we discuss environ-
mental regulation and the issue of reconciling the environment
and the economy.

And, finally, on the trade side, the whole question of opening
markets. The whole policy of opening markets in a progrowth
policy at its base.

I would also suggest that the discussion of human resources and
human capital in chapter V is at once both a response to the im-
pending changes in the labor market as the growth of the working
age population slows and as the demand for skills rises, and is at
the same time a progrowth response to that challenge. That invest-
ment in education, enhancement of effectiveness of investment in
education, is as much a progrowth policy as removal of impedi-
ments to investment in bricks and mortar. Similarly, while, as the
President says, one wants to bring the disadvantaged more fully
into the mainstream as a matter of decency, I think simply decency
was his phrase, it is also a means to enhance the growth potential
of the economy.

Second, in the area of regulatory policy, this report does not
spend a lot of time talking about the burden of ill-designed econom-
ic regulation. In part, because, as you well know, much of the regu-
lation of that sort that burdened the economy for some decades was
removed in the 1980's. And also because a variety of new regula-
tory problems, ones for which deregulation is not the answer, have
emerged.

And, thus, the report talks in general about the importance of
selecting regulatory targets on the basis of careful balancing of
benefits and costs, of selecting regulatory methods in ways that
provide incentives and flexibility, and of providing information
where information is needed to make intelligent regulatory policy
decisions. It also discusses clean air and global change as examples
of the application of those principles.

I would point out, though, that even though the report does not
spend a lot of time talking about the costs of unnecessary economic
regulation, the faith, if you will, in the power of market forces and
tile role of the marketplace as the engine driving economic gro-wtLih
is certainly reflected in the President's opposition to industrial
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policy, to protectionism, to managed trade, and to a whole hope of
impediments to market forces.

Thank you.
[The prepared statement of the Council of Economic Advisers fol-

lows:]
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Mr. Chairman and other members of this distinguished
committee, we have looked forward to this opportunity to appear
before you today to discuss the 1990 Economic Report of the
President. Because this is the first Report of a new
Administration, it devotes particular attention to general
principles and policy themes. The Report's analysis of economic
events, the economic outlook and economic policies reflects the
best available economic research as well as historical
experience.

We would like to begin by briefly summarizing the
Administration's basic economic policy principles as described in
the Report. We will then turn to an overview of the main body of
the Report.

The President's Message

The Report begins with the President's message, a brief
discussion of the Administration's basic economic principles and
key initiatives. The President discusses the successes of the
1980s, a period of extraordinary economic transformation and
growth, and the market-oriented principles and policies that
produced them. During 1989 the longest peacetime expansion on
record continued. Since the expansion began in 1982, more than
20 million new jobs have been created. The containment of
inflation during this long economic expansion is a milestone in
U.S. history.
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The expansion became the second-longest on record in 1989.
The fraction of the population employed reached its highest level
ever, and nearly 2-1/2 million additional jobs were created
during the year. The unemployment rate reached its lowest level
since 1973. But not only did the overall unemployment rate fall
in 1989 to levels not seen since the early 1970s, so did
unemployment rates for blacks and teenagers. (The unemployment
rate of Hispanics was the lowest since 1980, when the Labor
Department began regularly reporting it.)

The experience of the 1980s stands in sharp contrast to the
1970s when both inflation and unemployment rose. It also stands
in sharp contrast to the poor performance of countries that
severely restricted economic and political freedom. In the
President's words, "We have proven to the world that economic and
political freedom works. After years of economic decline, the
people of Eastern Europe are turning toward free markets to

revive economic growth and raise living standards. I remain
strongly committed to aiding the efforts of these brave men and
women to transform their societies--and thereby to change the
world."

U.S. living standards remain the highest of any major
industrialized nation. U.S. exports rose to new heights in 1989,
and the U.S. regained its position as the world's leading
exporter.

These successes provide us with a challenging opportunity.
In the President's words, "Despite our successes, we cannot be
satisfied with simply sustaining the strong record of the 1980s.
We must improve on that record, deal with inherited problems, and
meet the new challenges and seize the new opportunities before
us."

The President advances as his main economic goal "to achieve
the highest possible rate of sustainable economic growth."
"Growth is the key to raising living standards, to leaving a
legacy of prosperity for our children, to uplifting those most in
need, and to maintaining America's leadership in the world." "To
achieve this goal, we must both enhance our economy's ability to
grow and ensure that its potential is more often fully utilized
than in previous decades." To this end, he presents five policv
principles:

o Reduce government borrowing by slowing the growth of Federal
spending while economic growth raises revenue until the
budget is balanced, and reduce the national debt thereafter;

o Support a credible, systematic monetary policy program that
sustains maximum economic growth while controlling and
reducing inflation;
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o Remove barriers to innovation, investment, work, and saving
in the tax, legal, and regulatory systems;

o Avoid unnecessary regulation and design necessary regulatory
programs to harness market forces effectively to serve the
nation's interest; and

o Continue to lead the world to freer trade and more open
markets, and to support market-oriented reforms around the
world.

The President stresses the importance of choosing ambitious
but realistic goals. He reaffirms his strong opposition to
industrial policy. Again, in the President's words, "Second-
guessing the market is the way to raise government spending and
taxes, not living standards." And he reaffirms his strong
opposition to protectionism: "To serve the interests of all
Americans, we must open markets here and abroad, not close
them.".

The tone of the message is forward-looking: "Our excellent
economic health will allow us to build on the successes of the
1980s as we prepare for the next century. I am confident that
the United States can enjoy strong, sustained economic growth and
use the fruits of that growth to raise living standards, solve
longstanding problems, deal with new challenges, and make the
most of new opportunities."

The remainder of the Report discusses the policy principles
presented by the President and applies them to particular areas
of the economy, stressing the importance of growth, the value of
taking the long view, and the power of market forces.

chaoter 1: Building on Success

Chapter 1 provides a link between the President's message
and the six chapters that follow by giving a thematic overview of
the those chapters and highlighting key principles, policies, and
analyses that are developed in the Report. The Chapter
emphasizes that now is the time to build on the economic
successes of the past decade and to address the problems that
remain. Some of the key themes and initiatives are:

o A new rule for fiscal policy that would require the Federal
Government to maintain a balanced non-Social Security budget
after 1993.

o Initiatives to encourage private saving and investment,
including reducing the tax rate on capital gains and
establishing Family Savings Accounts to encourage saving for
pre-retirement objectives.

29-868 0 - 90 - 7
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o The need to improve the skills of our workers and to expand
opportunities for disadvantaged Americans, not just to
enhance our Nation's economic growth, but as a matter of
simple decency.

o The design of enviror..aental regulations that preserve both a
healthy environment and a sound economy.

o A commitment to support the historic efforts of the
governments and people of Eastern Europe to implement
market-oriented reforms.

Chapter 2: Developments in 1989 and Future Prospects

Chapter 2 begins with a review of events in 1989. Real GNP
grew for the seventh straight year, setting a new peacetime
record. Real GNP growth (adjusted for the effects of the 1988
drought) was 1.9 percent during 1989, slower than the very rapid
rates of 5.4 percent in 1987 and 4.0 percent in 1988. The
civilian unemployment rate ended the year at 5.3 percent, also
its average for the year as a whole. Nearly 2.5 million jobs
were created.

Inflation was contained: the fixed-weighted GNP price index,
the broadest measure of the price level, increased 4.1 'percent
during 1989, down from 4.5 percent in 1988. This containment of
inflation is a particularly important achievement and sets the
stage for continued expansion in the years ahead. Growth in
consumption and government spending slowed in 1989, while growth
in investment was maintained, and net exports continued to
improve. Both government and household saving rates rose.

Economic expansions end because of particular external
shocks to the economy, policy errors, or widespread imbalances
(such as an overaccumulation of inventories); they do not come
with preset expiration dates, and they do not die of old age.
Every post-war recession has been preceded by a rise in inflation
which has caused imbalances or policy responses that have led to
recession. Hence, the containment of inflation in this expansion
has laid a solid foundation for future growth. A recession is
not likely in the near term.

Contingent upon the successful implementation of the
President's proposed policies, particularly his proposal to
balance the budget by 1993 and to reduce the national debt
thereafter, real GNP is expected to grow 2.6 percent during 1990,
with a pickup in activity in the second half of the year. In
1991, GNP growth is expected to increase further as the level of
output approaches its full potential. Thereafter, growth is
projected to return to its expected potential pace of about 3.0
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percent per year. Inflation is anticipated to remain close to
its 1989 rate in 1990, and then to decline gradually in later
years.

One area that has received a great deal of attention
recently is defense spending and the "peace dividend." From FY
1989 to FY 1990, real defense spending is projected to dpcio- ht.
about o percent, and tne FY 1991 budget calls for an additional
real reduction of about 2 percent per year. Over the five-year
period FY 1991-1995, real defense spending would decline by about
10 percent. Only if world events, negotiations for troop
reductions, and progress in limiting strategic weapons permit,
can the size of the "peace dividend" become larger over time.
Whatever its size, the "peace dividend" should first be used for
deficit reduction; it should not be used to fuel large increases
in entitlement programs.

Chaoter 3: Design of Fiscal. Monetary. and Financial Policies

Chapter 3 includes a discussion of the design of monetary
and fiscal policy to enhance the economy's growth potential and
to ensure that its potential is more fully utilized than in
previous decades. The key principle is that macroeconomic policy
should be systematic and credible: it should lay out a sound plan
and build credibility by following it and achieving its goals.
The Report endeavors to explain the tremendous advantage of a
systematic and credible policy by drawing on recent economic
research and practical experience.

The President has clearly demonstrated his commitment to a
credible and systematic fiscal policy and to the goals of deficit
reduction. The President's insistence last fall that Congress
pass a clean reconciliation bill and his subsequent order that
sequestered amounts not be restored after the sequester period
have established an important precedent for fiscal policy.
Moreover, the Administration supports the principle that any
supplemental spending increase in the current fiscal year must be
offset by decreases in other parts of the budget.

The President has also laid out a new rule for fiscal Policv
that would reduce the Federal debt in the hands of the public
after 1993 through the proposed Social Security Integrity and
Debt Reduction Fund. This proposal would transform the Federal
government from a chronic borrower, draining the Nation's scarce
savings pool, to a saver, providing funds for growth-enhancing
investment. It would ensure that expected future Social Security
surpluses are not spent for other purposes but are used to build
reserves necessary to help provide Social Security benefits when
the baby-boom generation retires. By reducing the National debt,
these reserves would free up substantial funds for private
capital formation, thereby expanding investment, raising
productivity and living standards, and spurring growth. A
credible commitment to the Social Security Integrity and Debt
Reduction Fund would have an immediate effect on interest rates
and capital formation.
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Monetary policy should be designed and credibly committed to
sustaining strong economic growth and macroeconomic stability
while predictability controlling inflation. Changes in financial
markets make the formulation of monetary policy complex. Simple,
mechanical monetary policy rules, like constant money growth, are
inappropriate. Despite these problems, the Federal Reserve has
not adopted a purely discretionary approach to policy. Rather,
the Federal Reserve has made clear its commitment to promoting
economic growth by reducing inflation and achieving price
stability. Over long periods of time, the monetary aggregates
are useful guides to policy and can serve as an anchor for price
stability.

The increased openness of the U.S. economy to both trade and
investment has increased the importance of the international
aspects of macroeconomic policies. While the main concern of
U.S. monetary and fiscal policies must be the health of the
domestic economy, on which they have their main effects,
relatively stable exchange rates and sustainable external
balances are part of a policy environment conducive to strong
noninflationary growth in the United States. The successes of
the international coordination process in recent years argue for
continued efforts to improve that process.

When confronted with a threat to the solvency of the thrift
industry, the Administration moved swiftly to resolve the crisis.
Chapter 3 stresses the importance of designing regulation to
maintain the soundness of the financial system while encouraging
both innovation and competition.

Chapter 4: Investing in America's Future

Strong, sustainable economic growth will raise living
standards, expand employment opportunities, and provide the
resources to satisfy a variety of private and public needs and
wants. Chapter 4 discusses physical capital (buildings and
equipment) and intellectual capital (knowledge and technology) as
sources of growth; chapter 5 concentrates on human capital
(skills and abilities of the work force).

While U.S. investment in physical capital has been healthy
by historical standards in recent years, it is low by
international standards. In addition, the United States devotes
a smaller share of its GNP to non-defense R&D, which builds
intellectual capital directly, than either West Germany or Japan.
Federal policy should encourage investment but not second-guess
private market judgements about its composition and direction.

A key item on the Administration's agenda, reducing the tax
on capital gains, will enhance investment by lowering the cost of
investment funds and encouraging innovation and invention.
Credible and systematic macroeconomic policies that are conducive
to strong non-inflationary growth will help to stimulate
investment. So will tax policies that retain low marginal rates
and reduce the double taxation of corporate equity earnings.
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Administration initiatives to strengthen the nation's basic
research base and to enhance private-sector incentives to
translate this knowledge into productive innovations include:
improving the legal environment (GATT proposals and product
liability law reform), making the research and experimentation
tax credit permanent, and increasing Federal support for research
with widespread societal benefits that nrivAt. firma w-1,4 1-1,
adequate incentives to undertake. The Administration strongly
opposes expansion of the Federal role in technology in the
direction of an industrial policy, which would pick winners and
losers through tax breaks or direct subsidies.

The total flow of foreign saving into the United States in
recent years has been about one-sixth of domestic investment.
Foreign direct investment, a component of this flow, primarily
reflects the increasing integration of the global economy. It is
important to recognize that U.S. holdings in foreign countries
are generally larger (relative to GNP) than foreign holdings in
the United States and that U.S. firms continue to invest abroad.
We must continue to work to reduce barriers to U.S. investment
abroad and oppose restrictions on the flow of foreign saving into
the United States, restrictions that would harm the domestic
economy.

Increases in the U.S. national saving rate would also
enhance growth in U.S. productivity and living standards by
supporting high levels of investment in the United States. A
higher saving rate would also reduce the trade deficits that give
rise to calls for protectionist measures, which would lower
living standards.

However, current policies are biased against saving. U.S.
national saving is low by both historical and international
standards. Businesses, governments, and households in the U.S.
all save at lower rates than their counterparts in other advanced
countries.

The most direct and effective policy to increase national
saving is to continue to reduce the Federal budget deficit and,
as the President has proposed, after the budget has been
balanced, to begin to reduce the national debt. The Savings and
Economic Growth Act of 1990, which the President has just sent to
Congress, would increase private saving by reducing the tax rate
on capital gains, allowing IRAs to be used for first-time home
purchases, and by creating Family Savings Accounts to encourage
saving for pre-retirement objectives.

Chapter 5: Human Resources in the 1990s

Chapter 5 stresses that labor markets will undergo a sea
change in the 1990s. The growth in the working-age population
has slowed as the baby boom generation has entered their 30s and
40s and the baby bust generation enters the labor force. At the
same time, the demand for skilled workers continues to increase.
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Episodes of declining economic growth and rising
unemployment will undoubtedly occur in the future, with
appropriate concerns about economic hardships. But labor market
trends suggest that ongoing concerns about the supply of jobs,
which have dominated discussions of labor markets for decades,
are giving way to new concerns about the supply of workers and
skills.

Labor market developments in the 1980s indicate that our
flexible labor markets can adapt to these changes. But it will
also be important to expand the supply of workers and skills, by
increasing the skills of our workers, by maintaining labor
mobility, through the careful design of immigration policy, and
by expanding the economic opportunities available to
disadvantaged Americans.

Increasing the skills of the Nation's work force requires
improving the performance of the our elementary and secondary
schools. Levels of educational attainment have not risen much in
this decade, despite an increase in the returns to education.
Moreover, the performance of U.S. elementary and secondary
students is low by international standards, despite comparatively
high per-pupil expenditures. The challenge is thus not to spend
more on education, but to invest time, money, and attention more
effectively. Education is primarily a State and local
responsibility. But, the Federal government and the private
sector can lead in promoting excellence in education. Through
the proposed Educational Excellence Act and the Education Summit
(which has already produced an ambitious set of national goals),
the Administration has led the way toward improvements of the
performance of the U.S. educational system.

In order to bring the disadvantaged into the economic
mainstream, the Administration has supported a number of
initiatives. The most important policy in this area is a
commitment to a healthy economy, the most effective antipoverty
program there is. Not only does economic growth aid the
disadvantaged, but bringing more of the disadvantaged into the
economic mainstream will enhance the economy's growth potential.
Other Administration policies in this area include its vigorous
implementation of the Family Support Act of 1988, its proposal
for a new and refundable income tax credit for child care, the
recently enacted expansion in medicaid coverage, its proposed
amendments to the Job Training and Partnership Act of 1982, its
support for the Americans with Disabilities Act, and its
proposals to increase aid to the homeless and to expand home
ownership opportunities.

Labor market developments in the 1980s, including the
maturation of the baby boom generation, have reduced the minimal
rate of unemployment compatible with non-accelerating inflation--
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the so-called NAIRU or natural rate of unemployment. The decline
in the NAIRU was a factor supporting strong non-inflationary
growth in the 1980s, and policies to bring this rate down farther
would be desirable. The current rate of unemployment, 5.3
percent, may not be far above the NAIRU, underscoring the need to
pursue these longer-run labor market strategies.

Ch~nto, I:- Th'I - - A - - - -

Chapter 6 stresses that a healthy environment and a sound
economy can be compatible if--and only if--environmental
regulation is well-designed. A well-designed environmental
regulation sets targets that balance benefits and costs and uses
flexible regulatory methods that enhance private incentives to
meet those targets. Government policy should also encourage
development and dissemination of relevant scientific information.
(U.S. spending on environmental protection, about S81 billion in
1987, is already roughly equal to all U.S. households' electric
and gas utility bills.)

The Administration's proposed Amendments to the Clean Air
Act involve both sensible targets (e.g., rejection of overly-
strict tailpipe standards) and effective methods (e.g., the
tradable allowances system for acid rain control). The merits of
the tradable allowances system have been advocated in the Report
for over a decade. The use of targeted programs to control
pollution caused by soil erosion and the Administration proposals
to reform pesticide regulation also illustrate the application of
these principles.

On the issue of possible global climate change, the need for
scientific and economic research to resolve important
uncertainties is stressed. The extent of possible future climate
change is much-debated, as are its possible effects and the costs
of reducing the ("greenhouse gas") emissions that may produce it.
Available evidence suggests that the costs of substantially
reducing carbon dioxide emissions, in particular, could be
substantial -- of the same order of magnitude as the costs
imposed on American businesses and households by the sharp oil
price increases of the 1970s. It may be desirable now to adopt
policies that are defensible on other grounds and that also
reduce greenhouse gas emissions. But, until major scientific and
economic uncertainties are resolved, it is important to the
health of the economy to avoid the temptation to adopt costly
policies just because they would produce small emissions
reductions.

Chapter 7: Growth and Market Reform in the Global Economy

Chapter 7 stresses the recent gains and future potential of
free markets and an open trading system. It also stresses the
Administration's support of market-oriented reform worldwide.
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Increased global economic integration is an opportunity for the

United States, not a problem, and the Nation must work to open
markets here and abroad, not to close them.

The ongoing reforms in centrally planned economies of

Eastern Europe are inspiring and dramatic. Comprehensive reform

will be necessary and will be painful at times, but such reform

is the only hope for major improvements in the living standards

of these peoples.

Comprehensive market-oriented reforms will be necessary to

restore growth in heavily-indebted countries. The recent reforms
in Mexico are particularly noteworthy. Through the Brady

initiative, the United States is continuing to take a leadership
role in developing and implementing a strategy of coordinated
debt restructuring and support for economic policy reforms in the

indebted countries -- for example, in Mexico, The Philippines,
and Costa Rica.

Administration policies pertaining to the Asian Pacific Rim

economies include the two-way Structural Impediments Initiative

involving the U.S. and Japan. This initiative focuses on aspects
of each economy that may create barriers to trade or impede

domestic and international adjustment. It is important to keep

in mind, however, that overall trade deficits and surpluses are

primarily macroeconomic phenomena, reflecting saving-investment
imbalances, and that bilateral trade imbalances between pairs of
countries are not in and of themselves evidence of trade
barriers.

The EC92 initiatives represent important potential

opportunities and benefits for U.S. firms and consumers as well

as for EC firms and consumers. Whether U.S. firms and consumers
benefit hinges on the continued openness of the European market
to foreign trade and investment.

Successful completion of the Uruguay round GATT negotiations
this year is the highest trade policy priority of the

Administration, with stress on reform of agricultural policies.
Successful completion of these negotiations would confer
substantial benefits on the U.S. and global economies.
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Representative HAMILTON. You said that Mr. Schmalensee has to
leave shortly and to direct questions to him first.

What is your area particularly?
Mr. SCHMALENSEE. I am a microeconomist, Mr. Chairman.
In this report, I worked most heavily on chapters III and V-I'm

sorry-IV, V, and VI.
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microeconomic issues? [Laughter.]
Mr. BOSKIN. We preferred that phraseology.
Mr. SCHMALENSEE. I almost said I was a poor country micro-

economist, but I will claim the larger title.
Representative HAMILTON. The way to proceed is to see if there

are any particular questions that should be directed to Mr. Schma-
lensee and, in the chairman's case, I do not have any particularly
for him.

Congressman Upton, then Congressman Scheuer.
Representative UPTON. I have, I think, probably one very brief

question. I raised it last week with the Secretary of the Treasury,
who was testifying before the committee.

It was about a year ago that Mr. Boskin appeared before this
committee and we talked a little bit about IRA's, and the adminis-
tration's role and thoughts for coming back with an IRA-type pro-
gram.

In speaking with the Secretary last week, we sort of concurred
that the family savings plan, which I would imagine is under your
realm, is the administration's response to the IRA discussion that
we had last week, or last year before you were on board.

I inquired of the Secretary specifically the difference between the
family savings plan as it was unveiled and the already present tax-
free money markets and others that are already available now to
individuals.

And his response, to paraphrase it, was:
There really wasn't much difference between the two.
And I am most interested to get your reaction.
Mr. SCHMALENSEE. Congressman Upton, while I had a heavy edi-

torial responsibility for the discussion of that plan in chapter IV,
the Chairman and Mr. Taylor, in fact, worked more on developing
it.

Representative UPTON. I will save that for another time then.
Representative HAMILTON. Are there questions for Mr. Schma-

lensee?
Congressman Scheuer.
Representative SCHEUER. Mr. Schmalensee, you are responsible

for much of the thinking in chapter VI, I take it. Now, just to take
a particular phrase, you say:

"The cost of substantially reducing carbon dioxide emissions
could be substantial and we should avoid the temptation to adopt
costly policies just because they would produce small emission re-
ductions."

Now, from the point of view of micromanagement, that is abso-
lutely right. But the converse of that is that there are comparative-
ly inexpensive policies that produce major reductions in polluting
emissions, and in pollution in general.
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Have you considered, for example, the cost-benefit potential of
simply using less energy? Of conservation? Is there a national pro-
gram that would help us perhaps change our behavior-turning
out the lights, lowering the temperature a degree or two in the
winter and increasing the threshold before which we start air con-
ditioning in the summer? These would be very modest expendi-
tures, as would increasing per gallon mileage on cars.

We have the technology in our country to get mileage up to
about 50 miles per gallon with modest expenditures.

Now, in France, in Germany, in Sweden, and in Japan, they al-
ready have cars on the drawing boards that get 80 miles per gallon
in the cities and up to 100 miles per gallon in the countryside.

And the Japanese have a prototype for up to 120 miles.
Now, those improvements admittedly cost billions of dollars to

produce, and they tax gas so that their price of gas may be $3.50 or
$4 a gallon. When you price gas at a dollar a gallon or $1.10 a
gallon, it doesn't make any sense for anybody to make any invest-
ment in anything that you price in a fashion that people would
look upon it as something to be used in a very wasteful manner.

There are things that we can do with modest investments that
have enormous payoff. And we in the congressional research com-
munity have been trying to make that point. We can't delay
making investments in energy technology until we know every-
thing. There are a lot of things that we can do now that are sensi-
ble, that are cost effective, that will produce a big bang for the
buck with comparatively modest expenditures.

We can produce enormous reductions in pollution. I don't see any
reference to that potential here.

Have you thought about micromanagement from- the point of
view of the available small investments that produce major payoffs
in energy use and in energy pollution?

Mr. SCHMALENSEE. I have. Let me try to give you a fairly com-
plete response, but it is first important to note that, as the report
tries to make clear, if the emissions of carbon dioxide and other
Greenhouse gases produce global climate change, the problem is a
global one. And the United States is not the main emitter. So, if
the United States produces 20 percent of global emissions, a
number that is expected to decline-I think it is a bit above 20 now
and it is expected to be below 20-unilateral action by the United
States, given growth trends and emissions abroad, will make a sig-
nificant difference to global C02 emissions.

And let me come back to your point.
Representative SCHEUER. Let me intervene there.
This administration in the last couple of months has turned

down two opportunities to join with the other nations of the world
in facing up to the problems of global warming. It sabotaged the
conference at The Hague when 68 other countries wanted to move
in concert to reduce the polluting effects of energy use. And it was
the United States that shot that down.

And just in the last week, the President has said:
"We are not going to take an initiative on global warming. We

don't know enough."
The fact is we will never have perfect knowledge and unless we

move on a respectable knowledge base, we will never do anything.
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Mr. BOSKIN. If I may intervene for one second, I think we make
it very clear in the report that it is the position of the United
States to do things that it would be desirable to do anyway, a no-
regret policy enunciated by Secretary Baker approximately a year
ago in this regard.

And we are proceeding along those lines. We are investing over
$1 billion in research to resolve as nninkilkQv pos nibe the vry lc
gitimate and substantial scientific uncertainty.

Representative SCHEUER. Mr. Boskin, with respect, Secretary
Baker, Secretary Watkins and soon to be Secretary Riley made a
joint recommendation to the President of the United States urging
that we participate and show some leadership in the upcoming con-
ference on global warming. And the President apparently on the
misbegotten advice of Mr. Sununu who, to my knowledge, is not an
expert in these areas, turned down the unanimous advice of three
of his distinguished Cabinet Secretaries.

I think that was a sad day in our country.
Mr. BOSKIN. If I may, Congressman Scheuer, with all due respect,

I think those press stories were not accurate and I think I will just
leave it at that. And I will say that there is unanimous administra-
tion position on this. We are moving forward with all deliberate
speed with a very large investment in improving our scientific un-
derstanding.

We have a conference at the White House on April 17 and 18
bringing together people from many nations to try to resolve that
scientific uncertainty. We are moving forward with all deliberate
speed in that regard.

Senator SARBANES. Was there a unanimous administration posi-
tion before the decision was taken?

Mr. BOSKIN. I don't know what decision was taken. There is the
no-regret strategy and the desire to move forward with all deliber-
ate speed on the scientific side of the equation and the feeling that
we need to know more about the science before we potentially
embark on an irreversible policy which might prove to be wrong on
the basis of improved scientific knowledge that we may have 6 or
12 months from now.

I think, from all of the meeting I was at, it was unanimously re-
garded.

Representative SCHEUER. According to the press reports, three
Cabinet Secretaries agreed that we had a sufficient scientific fact
base to move ahead prudently on policies that were not very expen-
sive and that were easily reversible.

Mr. BOSKIN. We lay out in the report that it is very important
that one should take seriously the projections of that subset of cli-
matologists who do believe global warming is likely and can cause
some serious concerns as the years progress, as well as those other
reputable scientists who believe that it is overstated.

We're trying to resolve those uncertainties. That story that was
in the newspaper, if you go back, there wasn't even a source
quoted. I think there is this notion to try to set everybody up
against each other. We're trying to move forward with all deliber-
ate speed.

It is also not my place here to he defending my colleagues, each
of whom I have an immense regard for-Administrator Riley, Sec-
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retary Watkins, Secretary Baker, and Governor Sununu. They are
people I work with every day and I have an immense regard for
them, and I think these stories were primarily the source of an
emotional reaction by people much further down. There's a big ex-
aggeration of any disagreement on this issue.

Representative HAMILTON. Mr. Schmalensee.
Mr. SCHMALENSEE. Let me add to that. The United States re-

mains permanently committed to participating fully in the work of
the United Nations, IPPC. I spent last Saturday morning discuss-
ing designs of control strategies with the Response Strategies
Working Group delegates, a group headed by the United States.

The President is hosting a conference in April on this subject.
We have certainly considered energy conservation issues. They
come to my mind in two parts. There are some that are responses
to market failures or information failures, a variety of reforms in
State regulations which are being done in New England and else-
where, to enhance information, to make cost-effective conservation
more widely known and, thus, more likely to be followed.

Those are not discussed here except perhaps obliquely. But we do
discuss addressing market failures and, of course, we ought to
move forward on that.

More serious measures such as stringent mileage standards, or
stringent appliance standards, and so forth, are not typically in the
category of no-regret measures.

If one thinks about the performance costs, the amenity cost to
consumers that would be imposed by stringent, say, mileage stand-
ards, they are not free. They may turn out to be worth doing.
There may be other approaches. We are studying the problem.

But I think, as Chairman Boskin has indicated, the administra-
tion's position is to move forward on things that make sense-to
pursue the no-regret strategy, to remain actively involved in inter-
national discussions because this is the global strategy, to pursue
and to consider all of these issues as we develop a national energy
strategy.

Mr. BOSKIN. Let me amplify that briefly. Secretary Watkins is in
the process of developing a national energy strategy. An interagen-
cy process has been involved. We have been actively working with
the Energy Department on this, as have other agencies.

And, certainly, conservation is one of the major issues they are
addressing.

Representative HAMILTON. OK. Are there other questions for Mr.
Schmalensee?

Representative HAWKINS. If he is responsible for chapter V.
Mr. BOSKIN. Let me say that he is not reponsible for any of the

chapters by and of himself. We all do them all and with our staff,
which has responsibility for a lot of it. But, his particular area of
expertise is in the subject matter of chapters IV, V, and VI.

Representative HAWKINS. If you are able then to discuss chapter
V, we don't need to detain him.

Mr. SCHMALENSEE. The Chairman can discuss all the chapters.
Representative HAMILTON. Senator Sarbanes, go ahead.
Senator SARBANES. First of all, Mr. Boskin, I would observe that

it is not a crime for administration advisers to disagree among
themselves over what policy ought to be and, in fact, given that
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they are doing that with some intensity now in the Soviet Union
within the ranks of the Communist Party itself, it is not quite clear
to me why you feel so compelled to deny any disagreement among
Cabinet members and Governor Sununu and others over what the
approach ought to be.

Why don't we admit that there are some differences that peoplehave-Rilpv nnd S.iniinhi fnr avnrnnla-anA 1h -rA-f
made a decision.

President Roosevelt used to set off those kinds of disagreements
deliberately as part of his management strategy. I don't quite see
why you have to assert so vehemently that there is just a kind of
party line without any dissent. Even in the Soviet Union, that is no
longer the case.

Mr. BOSKIN. I take the point. But I meant to suggest that the un-
sourced stories that appeared about this particular speech greatly
exaggerated any differences that there may be.

Senator SARBANES. But, there were some differences, I take it?
Mr. BOSKIN. There were discussions about what ought to be

stressed, whether new policy ought to be made. And there certainly
was substantial attention placed on the speech by a variety of
people other than the Cabinet members mentioned.

And all I was trying to suggest was that there were large differ-
ences, certainly greatly exaggerated by those stories. And we do
have an administration position that I think everybody seems to be
comfortable with generally. While they may differ on specifics,
President Bush is by no means desirous of stifling debate and dis-
cussion. He has encouraged it.

Senator SARBANES. Mr. Schmalensee, are you the industrial
policy man or, more accurately put, the nonindustrial policy man?

Mr. SCHMALENSEE. As the Chairman indicated, we all bear some
responsibility for everything. But I would be happy to take ques-
tions on that subject.

Senator SARBANES. The President in his report says: "I remain
strongly opposed to any sort of industrial policy." Is that correct?

Mr. SCHMALENSEE. That sounds like what he said, yes, sir.
Senator SARBANES. That is the administration's marching orders

on this issue, I take it. Is that right?
Mr. SCHMALENSEE. Yes, sir.
Senator SARBANES. According to press reports, the Defense De-

partment has decided to invest almost $100 million over the next 5
years in Sematech-type research and development consortia to re-
juvenate and ensure the survivability of four industries-optics,
precision gears, apparel, and food processing.

And their rationale is that we need them for national security
purposes.

My first question is how do you reconcile the Bush administra-
tion's own position on government industrial policy which I just
quoted with the Defense Department's decision to conduct its own
industrial policy?

Mr. SCHMALENSEE. My understanding of those particular initia-
tives is that they are directed not at ensuring that the food process-
ing industry survives-its survival I don't take to be widely doubt-
ed-but are directed at particular Defense Department procure-
ment needs.
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There is, of course, a rather different set of issues that arises
when one considers technology-intensive Defense Department pro-
curement when the Government is the primary customer and the
Government, unlike the market, cannot give large monetary re-
wards for successful innovations.

And the Government tends to finance research for which it is the
main customer. We didn't discuss that in any length because it is
not particularly controversial. Those particular initiatives were, as
I understand it-in apparel, for instance-fairly narrowly targeted
to Defense Department needs.

Senator SARBANES. Was the CEA consulted by the Defense De-
partment to assist or design the kind of system--

Mr. BoSKIN. I can speak briefly on that. Not with respect to the
specific issues. I have had extensive discussions with Secretary
Cheney and Deputy Secretary Atwood on the general issue. And
they assure me that they have no intention whatsoever of engaging
in industrial policy through DARPA or anything else unless there
is a very clear-cut specific need that is impossible to satisfy, ex-
tremely unlikely to be satisfied in the private sector.

Mr. SCHMALENSEE. We saw the detailed proposal and the general
legislative clearance process and had no quarrel.

Senator SARBANES. So, the CEA is supportive of this industrial
policy that the Defense Department is pursuing?

Mr. BOSKIN. We tried to make clear what we meant by industrial
policy. And I know that means different things for different people,
Senator.

There is a very clear statement in the report that talks about
policies that the Government should be doing. The Government
should be doing things that have broad societal benefits that would
not be undertaken by private firms who cannot appropriate the full
returns, but that it shouldn't be second-guessing the marketplace
and what to produce.

We also make a distinction between civilian and security-related
technology where there is a very clear-cut specific need for a very
specific technology where there is a very clear-cut Defense Depart-
ment need, which generally wouldn't be commercially profitable
for firms.

Or it may occur in a situation, as Mr. Schmalensee mentioned,
like the particular food-processing concern, where the Government
was the primary customer and it was very unlikely that the need
could be satisfied in the private market.

Representative HAMILTON. Would the Senator yield?
Senator SARBANES. Yes.
Representative HAMILTON. Of the four industries, two are ap-

parel and food processing.
Now, those are not peculiar to the Defense Department. If the

Defense Department can pump money into the apparel industry
and into the food processing industry on a rationale of national se-
curity, what industry in the country would not be able to be helped
by that kind of a rationale?

Mr. BOSKIN. I take your point. In response to this exact query,
Secretary Cheney and Deputy Secretary Atwood assured me that
there are very specific, precise reasons for these and they have no
desire whatsoever to make a broad interpretation of security or to
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make DARPA or some other part of the Defense Department into a
broad industrial policy.

Representative HAMILTON. These must have broad spinoffs in the
civilian sector. You are helping a very specific American industry
which is just as much civilian as it is Defense Department in its
orientation. More so.

Now, why is that not an industrial policy?
Mr. SCHMALENSEE. Because the help is not just a broad subsidy.

The objective is not to let the food processing industry grow; given
the size of the industry, the scale of the subsidies we are talking
about would be inadequate to do much for the industry at large.

Representative HAMILTON. I know all kinds of industries that
would like even small help, Mr. Schmalensee.

Mr. SCHMALENSEE. I know. And we run into the truth that you
cannot subsidize everything.

Senator SARBANES. Particularly when you said you're not going
to subsidize anything. We're trying to square the rhetoric and the
reality.

Mr. SCHMALENSEE. These are, as I understand, the details of the
program. It amounts to government finance of the development of
products, technology perhaps of which it is the primary customer.

This happens to be occurring in nontraditional industries. One is
not too surprised if the Government spends on electronics research,
or if the Government spends on research in sophisticated exotic
materials. One is a little bit surprised if the Government spends on
apparel.

The Government, however, is a major customer in the apparel in-
dustry. The defense industry has specialized needs that differ; de-
spite the way my sons play, their needs in clothing are not exactly
the same as those of our Armed Forces.

And there are specific Defense Department needs in that indus-
try, and that's how this is targeted, as I understand it.

Mr. BOSKIN. Your general concern I think is very well taken. We
have no desire to have an industrial policy. And as I said, Secre-
tary Cheney and Deputy Secretary Atwood had made clear to me
that this would not be the policy. I'm not familiar with the exact
details, but they assured me that there were very, very specific rea-
sons that made it appropriate in this case.

Representative HAMILTON. I interrupted you, Senator. Go ahead.
Senator SARBANES. What were the criteria that were used in

order to make this decision? Do you know?
Mr. BOSKIN. The criteria, as I understand it, has to do with the

fact that there were very, very specific needs of the Defense De-
partment which could not be satisfied generically through the pri-
vate sector. I do not know exactly what those are; I would be happy
to look into it and get the full report.

Senator SARBANES. I take it that the decision had been made by
the Defense Department before the CEA ever became cognizant of
it. Is that correct?

Mr. BOSKIN. No. There was an interagency review.
Senator SARBANES. Did you object to it?
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Mr. BOSKIN. We raised the issue and we were assured by both
Cheney and Atwood that this met the criteria that had been laid
down, and was not inconsistent.

Mr. SCHMALENSEE. We also had, if I remember, staff-level con-
tacts in which we discussed the application of the general criteria.

Mr. BOSKIN. I would be happy to get you a full report on the spe-
cifics, which I do not have with me now. I can assure you that
they're not-were Secretary Cheney and Director Atwood not able
to state unequivocally that there were very specific needs and
there was no intention to moving to a general subsidy in this in-
dustry, I would have objected vehemently and, if necessary, taken
it to the President.

Senator SARBANES. But I assume you would always be in a posi-
tion to do that. The fact of the matter is that although it may be
specifically directed, it serves a general purpose with respect to the
posturing in the economy.

Representative HAMILTON. Congressman Stark.
Representative STARK. Thank you, Mr. Chairman.
Concerning Mr. Schmalensee's comments on the consumption of

the vast amount of apparel by the military, I'm sure the good
doctor, being interested in microeconomics, is aware of the great ef-
ficiency of the private market in distributing goods and services.

And I believe the administration still views vouchers as a useful
tool.

I was going to suggest that if the Armed Services are buying so
much, that one might look at the age-old scientific distribution
system called small, medium, and large, and hand out vouchers to
the female members of our Armed Services rather than have a
study for 352 different sizes.

It seems to me that we just had a report from the GAO that our
warehouses are bulging with overstock and too much inventory.

And I just wonder if you don't think that a good dose of micro-
management might save millions of dollars there. Let them buy
their uniforms from Land's End. That's where I get my back to
school clothes.

And I bet they would be a hell of a lot cheaper.
That was just an aside. [Laughter.]
I would like to pick up on Congressman Scheuer's question on

the future of the American environment and the statement, which
I apologize for missing, by Mr. Boskin early on.

My question is on the care with which the administration in-
tends to strengthen our basic research base. You talked about sup-
port for research with widespread benefits, and particularly you
mentioned the expansion of the Federal role in technology which
would pick the winners and losers through tax breaks and other
gimmicks rather than letting the technology speak for itself. You
would let the cream rise to the top, so to speak.

Would that be a correct assumption?
Mr. SCHMALENSEE. Yes, as a general rule.
Representative STARK. I don't know whose chapter it was, but

one chapter talked about the difference between our spending on
R&D and Japan's, for example, where they spend 1 percent of their
total R&D for military and we spend 33 percent of ours for R&D.

I
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Did you use the same process for evaluating what research youwould emphasize in the environmental area? You had a processyou went through to decide what areas of the environmental re-search the Government would support and which it would back off.Is that correct?
Mr. SCHMALENSEE. That is a question about the budget processmore than a question about this report. And I was not intimatplvinvolved in that aspect of the budget process.
Representative STARK. Did that same process go on in the deci-sion to spend $5 billion on Star Wars, for example, which no credi-ble scientist in the United States thinks will work, but, say,Edward Teller, and that might be a project all by itself. How doesthat wash? How can you talk about wanting to be cautious aboutspending money on research that will help us keep the environ-

ment sound and spend a total of $1 billion, which is admirable, butthen increase by $1 billion a project that is best described asmodern day lunacy from $4 to $5 billion.
How does that wash in the way economists would help us makerational decisions?
Mr. SCHMALENSEE. I'm not intimately involved in the Star Warsdecision. It certainly fits the description of a research effort which,if successful, would have widespread benefits.
Representative HAMILTON. It would?
Mr. SCHMALENSEE. If successful, it would have other widespread

benefits like other national defense research. I'm not knowledgea-
ble about the state of the science nor about the budget delibera-tions that went on.

Mr. BOSKIN. We will have to excuse Mr. Schmalensee.
Representative HAMILTON. Mr. Schmalensee, this little diversion

took quite a bit of time. I appreciate your willingness to respond,and you are certainly excused.
Mr. SCHMALENSEE. Mr. Chairman, thank you for allowing me toleave early.
Representative HAMILTON. We will start now with the regular 10-minute rule and focus on some of the other economic issues.
Let me begin with taxes, Mr. Boskin. I want to understand thePresident's position on taxes, and I don't know that I do.
All of us are familiar with the "no new tax" pledge that thePresident has made, although I note, so far as I know, that I didnot see that pledge repeated in a quick survey of this Economic

Report. What I did see is the President's statement early on:"I remain strongly committed to the principles of low marginaltax rates and a broad tax base developed in the 1981-86 laws."
So he is not repeating, and you are not repeating, "no newtaxes." And, of course, as a matter of fact, in the budget that yousubmitted, there are 33 proposed changes in various taxes, 20 ofwhich raise revenue in fiscal year 1991 for a total of $13.9 million.So, the question then is:
What is the President's position with regard to taxes?
How do we construe the famous phrase 'no new taxes"?
Mr. BOSKIN' As I think has been said for some time, the Presi-dent desires to bring the budget into balance through a combina-tion of slower growth of spending than would otherwise occur andeconomic growth bringing in revenues. So that $13 billion you are
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referring to, several billion of that is-I don't have the budget in
front of me. Maybe one of my assistants does. There's some amount
of that that is user fees.

Representative HAMILTON. But, user fees--
Mr. BOSKIN. When there are clearly defined beneficiaries for a

particular government service or program, we believe that those
people should be footing the bill for those services.

Representative HAMILTON. Don't you consider that a tax?
Mr. BOSKIN. I consider it a user fee.
Representative HAMILTON. Look, the ordinary definition of a tax

is a sum of money demanded by government for its support. Now,
you are using a definition of the word "tax" that is not in the dic-
tionary, if you are saying that user fees are not taxes.

You see, that is what confuses me. You say "no new taxes," and
then you testify, oh, user fees are not taxes.

But, if you look up the definition of "taxes," user fees are cer-
tainly included.

Mr. BOSKIN. Well, I don't have the definition that you have re-
ferred to in front of me. We have argued that where there is a spe-
cific beneficiary who receives the benefit of government services
fees are appropriate. And we can get into a semantic argument
about whether one would want to define it that way according to
anybody's definition, in whatever dictionary, but, no, we are not
saying that those are taxes.

Senator SARBANES. Is that gasoline tax a user fee?
Mr. BOSKIN. No. I would argue that the gasoline tax is a tax.
Senator SARBANES. It is all committed to be used for transporta-

tion purposes directly related to highway travel.
Mr. BOSKIN. Some percentage of the previous round of increases

were so targeted. But I think one can get into a lengthy discussion
about the extent to which that targeting is at all effective. And
some of it is not related to the demands on the roads, and so on,
that are really-but let me make the following point.

Representative HAMILTON. I want to understand what your view
is.

Mr. BOSKIN. My view is that, ultimately, obviously, there is basi-
cally a political test. Basically, it is a statement that says: The tax
burden on the American people is high enough that we should live
within this general amount of resources. And that, ultimately,
there's going to have to be a political test as to whether taxes are
being raised or not.

They certainly are. I think Dick Darman enunciated the duck
test by our definition. The duck test, some of these very clearly tar-
geted modest user fees, we would not call taxes.

Representative HAMILTON. Let me ask you this. We have to look
ahead on the budget, as you do. As legislators, one of the questions
that we have to ask ourselves is:

You look at the various budget options out there. Is it possible to
raise taxes as you define them during the President's first term of
office?

And if the President says: No, I am not going to approve any tax
increase, as you define taxes, then that has very broad implications
forany legislator. WeV haveAo- figure that because we know very,
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very well that we're not going to get two-thirds vote in this institu-
tion to override the President's position on taxes.

So, is it the President's position that there will be no new taxes
during his first term of office,

Mr. BOSKIN. The President has made it very clear that it is his
desire to balance the budget by slowing the growth of spending to
ronntimipe arinnrnii er.r.wth 1- Ihas aloc -..adz I' tia.bat `s l
lieves that we have done that in the first year of office. We can get
into the same kind of argument on semantics about some of thechanges that were made as part of reconciliation last year, whether
some of those revenue things were taxes or not.

We submitted a budget which we believe is a sound document, asound basis, and we believe makes the "no new taxes" pledge. You
might disagree with that, sir, and we can debate or argue that at
the margin.

The President, to my knowledge, has not said that there is noconceivable possibility over a 4-year term. What he has said is that
his hope is that he will be able to extend this as long as possible.
And we certainly hope we will be able to do it this year.

Representative HAMILTON. One other question about taxes.
Mr. BOSKIN. We certainly have enunciated extreme situations

where this would have to be reconsidered. Director Darman and
myself have both said-to take an extreme.

Representative HAMILTON. But you are saying to me, then, that
the President has not pledged that he would not raise taxes
throughout his first term.

Mr. BOSKIN. He has said that he hopes to be able to continue the
"no new taxes" pledge throughout his first term. He is saying itone year at a time.

Representative HAMILTON. That is an important point, and that
is helpful to me in understanding the President's position.

Now, with regard to the composition of taxes, you have seen, Iam sure, the studies that suggest that the percent of income paidin taxes by the richest 5 percent of the Americans fell from 29.5
percent in 1980 to 26.7 percent in 1990.

Mr. BOSKIN. We have not paid taxes yet for 1990, sir.
Maybe it was 1988 or something.
Representative HAMILTON. Estimated. You are correct. Estimated

26.7 percent.
In any event, the trendline is down for this group at the top. At

the same time, the tax burden for the poorest and the next to poor-
est and the middle fifths of the population have all gone up.

And I suppose that the reason for that, and there may be other
reasons, but an important one, I am sure, is reliance on Social Se-curity tax.

What I want to know is how you view that.
Are you comfortable with that? Do you think it is healthy for theAmerican economy to shift from income to payroll tax as sources ofFederal revenues? And are you comfortable with the fact that thetop all paying less and the middle paying more and the very poor

paying more?
Mr. BOSKIN. If Vou took the share of income tares, it is not true

that the top is paying less. In the total, that would be correct.
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Representative HAMILTON. The important measure for the ordi-
nary person is the total, right?

Mr. BOSKIN. I'm going to come back to that. I think you may
have to make a very different argument in terms of payroll taxes.
Social Security contributions have risen as a fraction of the total
amount of Federal receipts.

However, Social Security outlays have also risen. And Social Se-
curity outlays are the most progressive item in the entire tax
transfer system we have for two reasons. One is the benefit formu-
la; it is very progressive, returning a much larger fraction of aver-
age index monthly earnings in the working life to lower income
people than to high income people; and also transferring resources
to the generation of retirees who, over their lifetime, on average, if
there is economic growth, will be poorer than the generations that
succeed them.

So, if you take Social Security as a whole, it is quite progressive.
And I believe that the growth in Social Security outlays, which is
very, very progressive, swamps or offsets the higher share of pay-
roll taxes or Social Security taxes in the total tax contribution.

If you look, as you, yourself, just said, Mr. Chairman, at a more
comprehensive picture of what the tax and transfer system does to
the distribution of burdens and benefits, there also were some
other major features that I think changed things.

In the second half of this period, for example, I viewed one of the
highlights-and it doesn't get mentioned very often-of the 1986
tax reform as removing several million of the lowest income people
from the tax rolls.

So I think if you broke this period into two parts, I think, on the
income tax side, there would be something of a difference in the
last 5 years of the decade than the first 5 years because of the re-
moval of people at the very bottom.

Representative HAMILTON. You're not really concerned about the
trends that I have cited? You think that they are counterbalanc-
ing?

Mr. BoSKIN. On the outlay side, they are counterbalanced by the
progressive nature of the Social Security benefits.

Representative HAMILTON. When you see the statistics about
what the upper 5 percent and then the other groups pay, that
doesn't bother you? You think it is a healthy development?

Mr. BOSKIN. I would not say it is healthy or unhealthy. I would
say that it is part of looking at the overall picture of what the tax
transfer system does.

I think it is very important to have humane--
Representative HAMILTON. You are one of the chief economic

spokesmen of the administration. Don't you have a feeling about
the way our tax structure has changed significantly over the last
decade?

Mr. BOSKIN. It is changed not just significantly. That change is a
secular trend. It has changed too often rather radically over the
decade. We had major tax reforms in the 1980's, but I believe that
the tax system, with a couple of exceptions, is now fair and more
efficient than it was when we got started.

Representative HAMILTON. From 1980. Do you think it is fairer
today than it was in 1980?
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Mr. BOSKIN. Yes. Certainly, I believe that. You can't just look at
the tax system in 1980. You have to ask yourself: What if the tax
system had stayed in place? I remind everyone here that the tax
brackets in 1980 were not indexed for inflation. There were a varie-
ty of other things that were major problems then.

We would have had millions more people below the poverty linepaying income taxes had wp nnt. hirl tf1he 7 1 e 7
Representative HAMILTON. Are you comfortable then with the

fact nats since 5i80, tax as a percentage of income has declined for
the wealthiest 5 percent of families, and risen for the poorest, next
to poorest and middle fifths of the population?

Mr. BOSKIN. I would want to take a look at the specific figures
you are referring to in detail and get back to you with a detailed
answer. To the extent that it is because payroll taxes have risen
and expected future Social Security benefits have risen a pace, I
think you have to take the payroll taxes and tie them to the bene-
fits.

So I believe that Social Security is a good deal, and expecially
good deal for low-income people, because they're going to be getting
back a very high rate of return on payments relative to the rest of
the population.

Representative HAMILTON. Do you believe that there has been an
increase in income inequality in the last few years?

Mr. BOSKIN. I believe, generally, that income inequality has been
relatively stable and I think that there are various ways that you
can measure it. But I think, expecially when you average over sev-
eral years and don't look at a particular year, it has not changed
markedly.

I think that, if you look just at shares, there certainly has been
an increase in the share of income in the top 20 percent. I think, if
you look at the decade as a whole, one of the most remarkable phe-
nomena is the dramatic increase in the percentage of families that
have incomes above any given level-say, $50,000. I think there has
been very large upward mobility because of the economic expan-
sion and because of other policies.

Representative HAMILTON. There certainly has been-incomes
have increased. There's no question about that. I'm talking here
about tax burden.

Well, we may want to submit some specific questions to you in
that area.

Mr. BOSKIN. I think this is a very important area. I don't mean
to be at all flippant, but to the extent that it is primarily the issue
of the payroll tax, then I would associate that with either current
benefits or projected future revenues.

Representative HAMILTON. What comes through to me in your re-
sponses to my questions is that you are not greatly concerned
about the statistics I am referring to or sufficiently concerned
about it to recommend policy changes.

Mr. BOSKIN. I think, well, I will look into this further. But, to the
extent that this is primarily due, which I believe it is-off the top
of my head-to the rise in the payroll tax, then I'm not deeply con-
cerned about it, per se.

Representative HAMILTON. Congressman Hawkins.
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Representative HAWKINS. Yes. I am a little surprised and some-
what amazed and not a little disappointed. My concept of why we
created the Council of Economic Advisers was to give us a factual
situation prevailing at any particular time, provide goals and time-
tables to remove any difficulties that we were experiencing in the
economy, and to plan ahead.

Now, if we cannot even get the truth with respect to conditions
that actually exist, then I don't see that the Council of Economic
Advisers performs any constructive function in the system of gov-
ernment.

And this is not to reflect on you, Mr. Boskin, as an individual,
because I have noted that all throughout the eighties, the Council
of Economic Advisers did nothing more than congratulate the ad-
ministration that was in power and never disagree with it. And
that comes through as being very remarkable because there cer-
tainly were some things that went astray.

Now I am not impressed with the approach that we have had 8
years of expansion. That is damned slow growth, it seems to me,
that it takes that long to rebound from the deep recession of 1981-
82 and the one that we had in 1980.

And so this great creation of jobs is not of new jobs, it is merely
a returning of individuals to jobs but at a lower scale, as we shifted
from manufacturing to the service industry.

And the number of individuals do not reflect the hardships that
families experience. I don't think that we take note of the hardship
that is involved when it takes up 8 years to get back to a real un-
employment rate of 7.9 percent.

That certainly is not progress. And you fake the numbers by
counting unemployed individuals but not including them in the of-
ficial rate.

But I am even more concerned about the handling of at least one
of the chapters-and I'm not so sure that this is the only one-the
one on human resources, which is in sharp contrast to what we are
being told officially by educators across this country.

Now, you seem to equate productivity with education. And you
certainly pay some lipservice to it by indicating that we do have
problems in U.S. elementary and secondary education.

But then you seem to assert that on a per-pupil expenditure
basis, that we are spending more money or lavishing more money,
as the President says, on education. And this is remarkable be-
cause there has been a report that says that UNESCO, which deals
in international comparisons, has indicated that we are not at the
top in terms of investing in education to get the school people, the
educated people, and so forth, that we need in this decade before
the year 2000.

According to information provided to the Education and Labor
Committee recently by the Economic Policy Institute-which was
rebutted by the Department of Education, and they rebutted again
by the Institute, showing the fallacy of the Department of Educa-
tion's schedule which apparently you depend on and also the Presi-
dent-as a nation we are spending less than almost any other in-
dustrialized nation today.
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As a matter of fact, according to this, we rank 14th among the
Nations in terms of expenditures on education for K through 12. As a
matter of fact, we are not even halfway. And according to theirestimate, even if we spent $20 billion in added money, we would only
be halfway. In other words, there would still be at least six or seven
nations that outspend us.

Now, these are factual reoort.s whinh hnve hbeen Aicpac.cce. At
tempts have been made to rebut them, but the fact is that we arenot investing in education, as is claimed.

Now, the Committee for Economic Development, which certainly
is not a leftwing organization, indicates that 85 percent of those en-
tering the labor market between now and the year 2000 will be mi-
norities, women, immigrants, non-English-speaking students. These
are the very ones, the disadvantaged, that are being shortchanged,
where no progress is being made.

Now, I know that the President said that we are putting $500
million into Head Start. But when we talk about the other great
needs, we are talking about billions, we are not talking about mil-
lions. But even at the $500 million amount that the President fea-
tured in his State of the Union Message that would be only about
half of the inflation rate. So we would still, in effect, be below cur-
rent services in the field of education.

And I cannot feature chapter V-such as this, knowing of thetremendous importance there is to this country, to the economy as
well as to our defense, to have a well-educated and trained work
force-not to point out to us the necessity of investing in education.
You say we are going to change the programs, money is not the
answer-well, that is what rich people say to the poor people, that
money is not the answer. But I have not seen any poor people
saying that money did not matter.

And this baloney that you are going to do something to improve
education and you are not going to spend more money, to me, is
not recognizing the facts of modern life. We are going to have to
pay teachers, and we are not getting the teachers. These are tre-
mendous problems that lay ahead of us, and we are not recognizing
them.

As a matter of fact, the Council and other reports are ignoring it.
And what I cannot understand is how it is that you can justify this,
and why you have come before us without at least alerting us to
the danger that we run into in competition with other countries.
We keep bashing them, and they keep moving ahead of us, because
they are committed to having the best educated, the best trained
people. And then we want to criticize them for being unfair, be-
cause we do not do our job.

I would like to have you react to that, and to explain to us
whether or not you need to redirect chapter V, to tell us the truth
in the field of education and in training and the other programs
that are vital to our security, as well as to our defense, and certain-
ly vital to the well-being of American people.

Mr. BOSKIN. Congressman Hawkins, are you asking a question?
Or, may I take leave to reply?

Representative HAWKINS. I would like you to comment, yes. Thatwas the reason.
MVri. BOSKIN. First of ail, while you may not have liked what wesaid in chapter V, and I certainly respect your right to analyze



212

things differently and to disagree, the chapter highlights the tre-
mendous problems that we have in our education system, high-
lights the tremendous importance to economic growth that is at
stake in improving the quality of education, highlights the dispari-
ties in educational performance on test scores, highlights the prob-
lems of access for minorities and so on, throughout the chapter.

I will come back to the specific points that you mentioned. After
being accused of having a rosy scenario when I was projecting this
year would be about four-fifths of an average postwar year-and I
guess I have become used to some statements-I would offer you
the following deal, sir; if you refrain from accusing me of faking
numbers, of not telling the truth and things of that sort, I will
invoke a very important aspect of symmetry and I will do the same
for you, sir.

Representative HAWKINS. I would not say you faked them, but
you left out the facts. Let's put it that way.

Mr. BoSKIN. Let me come back to our disagreement about the in-
terpretation of the education numbers.

Representative HAWKINS. Not an interpretation, the facts. Are
we better in international test scores? Are we spending as much as
other industrialized nations? These are facts. They are not a ques-
tion of interpretation.

Mr. BOSKIN. This is correct. And they are correctly stated in the
report. We are doing poorly on international tests, and we spend
more than any other industrialized nation on K through 12 educa-
tion, other than Switzerland. The numbers you are referring to--

Representative HAWKINS. That is not a fact. Would you give us
the source of that?

Representative OBEY. That is not true.
Representative HAWKINS. Give us the source of your statement.
Mr. BOSKIN. The source is stated in the report.
Representative HAWKINS. That report is yours. It is not an out-

side--
Mr. BOSKIN. The numbers are based on international United Na-

tions and OECD comparisons. We are looking at expenditures per
pupil, and you are referring to shares of GNP. Those are heavily
affected by lots of other things-for example, the share of the
school-age population, and so on.

On a per-pupil basis, the United States is second to Switzerland.
That may not be enough, it may not be the right spending. We
highlight the importance of this. The whole dispute between the
Economic Policy Institute and the Department of Education re-
volves primarily around whether share of GNP is the appropriate
measure, or dollars spent is the appropriate measure.

And I am just telling you that on a purchasing power basis, et
cetera, that we rank second. Maybe we are not-and we state that
we are not getting enough for that. So that is the isssue. And that
is what I meant by an interpretation, sir.

And I respectfully would agree, on the numbers that you quote
on the percentage of GNP, we are further down, well down toward
the bottom. On a per-pupil basis, which would more appropriately
measure what actually you could purchase and provide for chil-
dren, we are second to Switzerland among the major industrialized
countries.
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I would be happy to go into this in more detail.
Representative HAWKINS. May I ask, Mr. Chairman, that the

Economic Policy Institute's original study be put into the record,
and that the Department of Education rebuttal, which is what Mr.Boskin is now pleading, be also inserted in the record, and that thePolicy Institute rebuttal to the rebuttal be put in.

Because what they are talking about on the nor-niinil expndi-
ture basis leaves out the exchange rates of the countries, it leavesout the prices and wages, and so forth, which is a faulty way oftrying to measure it. But it was their strong defense of why they
are now saying that budget cuts, not expenditures, but budget cutsthat we experienced in 1981 and subsequently are a way to educate
the American people.

I do not know how budget cuts will do that, if we agree that
money is not the answer. But, certainly, budget cuts are what they
have been pleading for, and that is their defense.

Representative HAMILTON. The various documents will be made
part of the record, without objection.

[The documents follow:]
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THINK TANK FINDS BUSH IS WRONG: U.S. SPENDING ON EDUCATION
LAGS BEHIND THEFT OF MOST OTHER INDUSTRIAL NATIONS

Report Shows Bush Administration Rationale Against Increased
Education Investment Is Not Supported by Analysis of K- 12 Outlays

U.S. ranks 14th of 16 nations in international comparison

Washington, DC -- President Bush, despite his desire to be known as the

"Education President." has repeatedly opposed substantially increased

spending on the nation's schools. The President and officials of his

administration have claimed that this country already spends more on

education than those nations which regularly surpass us in tests of

educational performance. (See compiled quotes in report. pp. 1 and 2.)

A new report released today by the Economic Policy Institute

concludes that the facts do not support the President's arguments. The

study finds that 13 other industrial countries invest more, relative to the

size of their economy, on grades K-12 than does the United States. Among

the 16 countries whose education spending the EPI study measures,

Sweden ranked first. Others whose spending was found to be higher than

the U.S. are-Japan (ranked 6th), West Germany (tied with France for 9th

highest spender). Norway (4th), and Austria (2nd). Only Ireland and

Australia were found to invest less on basic education than the U.S.

(ranked 14th).
The report points out that the statistics cited by the Administration

measure total education spending, including expenditures for postsecondary,

college and university education, but that virtually all of the recent reports

and commissions on U.S. educational deficiencies have identified education

in grades K through 12 as the part of the system which needs

improvement. When spending on higher education is removed from the

comparative data, the relative position of U.S. spending falls from a three -
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way tie for second highest in spending to close to the bottom of the group
of 16 industrial nations.

The EPI report, entitled Shortchanging Education: How U.S.
Spending on Grades KI-12 Lags Behind Other Industrial Nations, was
written by Edith Rasell. a staff economist at the Instltutc and by EPI
Research DiJrecwr Lawrence ivuishei. The auilurs useu wiueiy-iL'cepLeu uata

pblished by UNESCO and the CS. Divest of Edefiafnc Staffsticns tto
compare education spending for 1985 (the latest data available) in 16
industrialized countries including most of Western Europe. Japan. Canada
and the U.S. The data come from the same sources relied on by the
Administration.

Among the report's major findings are the following:

- U.S. public and private spending on pre-primary. primary and
secondary education, Is lower than In most other countries. When
the raw (unadjusted) data are considered, the U.S. ties for twelfth
place among 16 industrialized nations, investing less than all but
three countries.

- Because some countries have a larger percentage of school age
children in their population than others, the study also calculates
expenditures for K-12 adjusted to account for these differences in
enrollment rates and finds that the U.S. fails to fourteenth place.
spending less than all the other countries but two.

- If the U.S. were to increase spending for primary and secondary
school up to the average level found in the other 15 countries, we
would need to raise spending by over $20 billion annually.

Bush Administration officials' claims of high relative levels of U.S.
education spending are sometimes couched In terms of spending as a
percent of total national Income ("We spend a very large amount of our
national Income on education." -- Council of Economic Advisers Chairman.
Michael Boskin), and they are sometimes couched In terms of spending per
pupil ("We are already spending more money per student than our major
foreign competitors. Japan and Germany." -- Secretary of Education Lauro
Cavazos). The EPI report calculates its education spending comparisons
both ways and finds that, when size differences of school age population
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and currency fluctuations are accounted for. the relative position of the

United States turns out to be virtually the same: only two or three other

nations out of the 16 studied invest less on basic education than the U.S.

Comparison of Industrialized Country Education Expenditures, 1985

Sweden -- / / / / / 7.0
Austria 7 7 7 7 7 Z 7 5.9

Switzerland 5.8
Norway ////// 5.3
Belgium /4.9

Denmark 7 4.8
Japan 7 7/ / / / //4.8

Canada 7 / 4.7
W. Germany / / / / / 4.6

Non-U.S. Avg. / / /// /4.6
France / / 7// / /4.6

Netherlands 7 7 / / / /4.5
U.K. -; 4.5
Italy 77 7-4.2

Australa -7/7 / 3.9
Ireland 3.8

0 2 4 6

Spending on Grades K-12 as Percent of
Gross Domestic Product

The authors of the report note that this is the first time that

economists have examined the factual underpinnings of the Bush

Administration's claims about education spending, which have had a major

impact on the public debate about educational reform. "Over the past

year. as they have declared their interest in improving education, President

Bush. CEA Chairman Michael Boskin. White House Chief of Staff John

Sununu. Education Secretary Lauro Cavazos and other Administration

officials have repeated these statistical claims which have effectively ruled

out consideration of increased federal financial support for education,"

declared report co-author Lawrence Mishel. "But when you examine the
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parts of the educational system which need improvement. It turns out that
the U.S spends less than any of our major international competitors.
Although not all needed educational reforms cost more money, this report
shows that we cannot dismiss the idea that more money might help
improve basic education.' said Mishel.

mhe study calculates that it would take additional investments of
Mrc tha.n $20 b:llion per year just to bring the U.S. up to the averauc
level of spending of the 16 nations studied. But the report's other author,
economist Edith Rasell. noted that there are many characteristics of the
U.S. education system that might make it more expensive for the U.S. to
achieve levels of educational performance comparable to that of other
countries. "Because the United States is a huge continental nation with a
decentralized school system and with higher rates of poverty and
immigration than most other industrialized countries, we could expect
education expenses to be higher than in a smaller, more homogeneous
nation," she observed. "For example. France and Belgium have near-
universal enrollment of three to six-year-olds in pre-kindergarten
educational programs. But despite the overwhelming evidence of the value
of early education, the U.S.. with its decentralized system. has a much
smaller percentage of children in these programs. As a result, we have to
invest more money in compensatory education thereafter Just to achieve
the same level of performance."

The report concludes by noting that more money is not the only
answer to the difficult problems of revitalizing primary and secondary
education in the U.S. But, it warns, "the data presented here indicate
that, in education, as in every other service, we may 'get what we pay for.'
Given the level of investment in our pre-primary, primary, and secondary
schools, it Is not surprising that we are slipping behind in comparative
measures of performance as well."

The report Issued today is one of a series of analytical briefing paper
studies on key economic policy issues regularly published by the
Economic Policy Institute, a non-profit, non-partisan economic think
tank founded in 1986 and supported by grants from foundations, labor
unions, corporations, and Individuals. The Institute's founders include
economic policy experts Lester Thurow, Robert Reich, Robert Kuttner.
Barry Bluestone, Ray Marshall, and EPI's President. Jeff Faux.
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SHORTCHANGING EDUCATION
HOW U.S. SPENDING ON GRADES K-12

LAGS BEHIND OTHER INDUSTRIAL NATIONS

( eqtk baft l-47- 90
By M. Edith Rasell and Lawrence Mishel

Introduction and Surmmary

Over the past decade, Americans have become increasingly concerned
about the educational and academic achievements of U.S. students,
particularly at the primary and secondary levels. Numerous high-level
commissions, composed of leaders from government, education, and
business, have examined the schools, and most recently, state governors
and Administration officials, including President Bush. met at the
"Education Summit" to discuss- needed reforms. Improving the education of
U.S. students has risen to the top of the public agenda.

President Bush. who has declared his desire to be known as the
"education president." has, however, attempted to lialt the discussion of
educational reform initiatives to those which do not involve spending
additional public funds. At the "Education Summit" in September.
President Bush declared that the U.S. "lavishes unsurpassed resources on
[our children's) schooling." Therefore. "our focus must no longer be on
resources. It must be on results."' At this same conference. Secretary of
Education Lauro Cavazos stated that the problem with U.S. education "is
not ... an Issue of dollars... IFlunding is truly not an issue."'

The President and Administration officials have justified this anti-
spending stance by asserting that the U.S. education system is already well-
funded in comparison with other industrialized nations. Two measures of
spending have been used by Administration officials and others to compare
U.S. expenditures with those of other countries. One measure is spending
per pupil. According to Secretary of Education Cavazos, "we are already
spending more money per student than our major foreign competitors.
Japan and Germany."' President Bush's Chairman of the Council of
Economic Advisers. Michael J. Boskin, agrees: "Iwle spend more, per pupil,
than most of the other major industrialized economies." In The New York
TImes. Chester E. Finn, Jr., former Assistant Secretary of Education in the
Reagan Administration and now director of the Educational Excellence
Network of Vanderbilt University, wrote: "Iwle already spend far more per
pupil than any other nation."5
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The second measure of spending which Is used to make internationalcomparisons Is the share of national income devoted to education. In anappearance on the NBC 'Today Show" Just before the September 1989"Education Summit." President Bush's Chief of Staff John Sununu declared:"Mwle spend twice as much [on education) as the Japanese and almost 40percent more than all of the other major industrialized countries of theworld." The Council of Economic Advisors chairman Michael BoskinbIaaLeU. we spena a very large amount of our national income oneducation."'

The Administration'6 proposition that U.S. education Is well-fundedand therefore poor student performance cannot be a matter of Insufficientmonies Is a key element in the national debate over education. It hasprovided pollcymakers at federal, state. and local levels a convenientrationale for not devoting more resources to education in a time ofbudgetary stress.

This paper is an examination of the statistical under-pinnings of theAdministration's claims. It concludes that the assertions about funding aremisleading and therefore are invalid guides to education policy. Specifically.our examination of education expenditures in 16 Industrialized countries.adjusted for differences In national income, shows:

*-- U.S. public and private spending on pre-primary, primary andsecondary education. the levels of schooling which have been the focus ofmost concern, Is lower than In most other countries The U.S. ties fortwelfth place among 16 industrialized nations, spending less than all butthree countries.

*-- When expenditures for K-12 are further adjusted to reflect differencesin enrollment rates, the U.S. falls to fourteenth place, spending less than allthe other countries but two.

*-- When U.S. public spending alone Is compared to public spendingabroad, we rank fourteenth in spending for all levels of schooling,fourteenth in spending on K-12. and thirteenth In K-12 spending adjustedfor enrollments.

*-- If the U.S. were to increase spending for primary and secondaryschool up to the average level found in the other 15 countries, we wouldneed to raise spending by over $20 billion annually.
... Because the U.S. spends comparatively more than other countries onhigher education, when expenditures on all levels of education -- pre-primary, primary, secondary and post-secondary -- are calculated, we arein a three-way tie for second place among the countries studied.

This paper is focused on education spending. It is not a prescriptionfor improving the U.S. education system. We recognize that money does

2
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not guarantee excellence and we suspect that other changes -- in
curriculum, in the status of teachers, and in expectations about students,
to name just a few, will also be fundamental to any improvement in
education quality and student achievement. But to begin a process of
education reform by denying the need to increase spending, especially when
U.S. schools are under-funded compared to those in other industrialized
countries, places a severely limiting constraint on any plans for educational
improvement.

Comparing Educational Effort

This paper compares education spending in 16 industrialized
countries: most of western Europe. Canada, Japan and the U.S.' Our
data source is the United Nations Educational. Scientific and Cultural
Organization (UNESCO)'. virtually the only commonly accepted source for
such comparisons and the same source used by Administration officials.
U.S. 1985 expenditure data come from the Digest of Education Statistics'0

(see Appendix A for details).

International Comparisons: Education Share of National Income

We will begin our study by comparing education expenditures
expressed as a percentage of national Income (Gross Domestic Product).
This is a common method used for international comparisons which allows
us to avoid the distortions caused by fluctuating exchange rates. Also,
education expenditures expressed as a percentage of national income
provide a measure of the national effort which each country directs toward
education.

Table I shows education expenditures as a percentage of national
Income for 16 countries in 1985, the last year for which such data are
available (tables appear beginning on page 11). A first but, as we will show
later, misleading glance shows that U.S. spending on all levels of schooling.
including pre-school, primary, secondary and higher education, in 1985
amounted to 6.8 percent of national income. This places the U.S. in a
three-way tie for second place with one of the highest expenditure levels
among the 16 countries studied. By this measure it appears that only
Sweden spends a larger share of national income on education than does
the U.S.. and Canada and the Netherlands spend equivalent amounts. This
figure showing the U.S. to spend a relatively large percentage of national
income on education is the basis for the claims made by the President and
others that the U.S. spends "lavishly' on education and that we spend more
than most other countries.

This comparatively high expenditure on education is due, in large
part, to the substantial sums the U.S. spends on higher education. A
relatively larger number of U.S. students are enrolled in post-secondary

3
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education than in most other countries. In 1985. 5.1 percent of the entire
U.S. population was enrolled in some form of higher education, a figure two
to three times larger than the percentage enrollments of any other country.
except Canada (see Table 2). Larger enrollments. In what Is also a more
expensive form of education. raise U.S. total education expenditures above
levels in many other countries.

But the current crisis of American schools Is not In higher education;
It is In the primary and secondary school systems. A comparison of
funding for atl levels of educaUon combined thus obscures the main focus
of concern about American education. If spending on K-12 only Is
compared, as shown in column 2 of Table 1. in 1985 the U.S. tied for
twelfth place, spending- less than 1 1 of the other countries. Only three of
the countries studied spent less than the U.S. on primary and secondary
education."

But this picture of relative spending is still incomplete. Calculations
of funding adequacy must also be related to the size of the school age
population in each country. Among the countries studied. the U.S. enrolls
a relatively large percentage of the population in pre-prtmary. primary and
secondary school (see Table 2). For example, over 19 percent of the U.S.
population Is enrolled in K-12. but less than 15 percent of the West
German population and only 14 percent of the population in Switzerland.
In Table 1, column 3. the K-12 expenditure figures of column 2 are
adjusted to take into account the relative size of each country's K-12
enrollment (see Appendix A for methodology). By this more accurate.
calculation, among the 16 countries studied. the U.S. spends less on pre-
primary, primary and secondary education than all but two other countries.
Only Australia and Ireland spend less than the U.S. for the critically
important grades K-12 (see Figure 1).

We can also compare U.S. education spending as a share of national
income with the average share of the other 15 countries as shown in the
bottom row of Table 1. The U.S. spent 4.1 percent of its national income
on K-12 education in 1985. while the average abroad was 4.6 percent. If
the U.S. were to have reached this average in 1985. we would have needed
to raise spending for pre-primary. primary, and secondary school by over 12
percent. or by $20.6 billion annually. In 1988 dollars. the equivalent sum
is $23.5 billion. -

Al the International comparisons made thus far still give an
Incomplete picture of comparative education spending. Large U.S..
Japanese and German trade imbalances skew the data and make the U.S.
education expenditure appear larger than is actually the case. A more
accurate picture of education spending. taking Into account trade
imbalances, would lower U.S. spending and raise Japanese and German
spending beyond the levels shown in Table 1. Further details and data
appear in Appendix B.

4
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Figure
Comparison Of Country Education Expenditures. 1985
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Source: Table 1.

Operating and Capital Expenditures

The rankings described above are derived from comparisons of
education spending which include both operating expenses and capital
expenditures. In order to Judge whether the low U.S. rankings might be a
result of some unique allocation of spending between capital and operating
accounts, Table 3 ranks the 16 nations according to operating expenditures
only. The comparison shows the U.S. position, relative to the other
countries, to be nearly unchanged.

Public Spending on Education Compared

We have seen that the U.S. spends a smaller share of Its national
resources on K-12 than do most other industrialized countries. But there
is another dimension in which the characterization of the U.S. as a big
spender on education is wrong -- public expenditures.

5
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For most of the 16 countries studied. UNESCO assembles data on
publtc expenditures for education because public revenues provide virtually
all of the money spent on education. Even in countries where a sizable
segment of the school population Is enrolled in private school, most private
schools' expenses are paid with public money. Thus, public expenditures
approxdmate total education spending. The two exceptions are Japan and
the. U.S. where 20-25 Dercent of all education funding comes from private
sources. For these two countries, UNESCO provides data on public ana
private education expenditures.

Education policy is primarily, although not exclusively, concerned
with public schools. Moreover, public education spending reflects the
conscious national commitment to educating the next generation. It is
therefore useful to compare levels of public spending in the U.S. and Japan.
with public spending in the other 14 countries.

As Table 4 shows, when public spending abroad for all levels of
education Is compared with public spending In the U.S., the U.S. no longer
lies for second place, but falls to fourteenth. Japanese public spending on
all levels of education was 5.1 percent of national income. compared with
5.0 percent for the U.S. In a comparison of public funding for K-12 only,
the U.S. falls from the already low ranking of 12 (when both public and
private money is Included). to number 14. If we educated public and
private K-12 students at the actual per pupil expenditure rate found in
public schools, this would increase spending and raise the U.S. ranking
from 14 to 13.2

Interational Comparisons: Expenditures per Pupil

Thus far we have focused on education's share of national income in
different countries. Education Investment can also be analyzed by
comparing expenditures per pupil. As we have seen. this is the measure
Messrs. Cavazos. Boskin. and Finn have sometimes used to claim that the
U.S. spends more on education than Its economic competitors.

However, there are two potential sources of error in the use of per
.pupil expenditures to compare nations' spending on education. The first is
the instability of exchange rates. Before cross-national comparisons can be
made, expenditures measured in each countrys national currency must be
expressed in some common unit of measurement. e.g. dollars. yen. marks.
etc. But whatever measure one chooses, it requires converting data
collected in all other currencies to one currency." However, exchange rates
fluctuate, sometimes markedly, and this has beeh particularly true in the
1980s. For instance, in 1985, if $100.000 would have purchased a German
school bus, by 1988, due to a decline in the value of the dollar, the same
bus would have cost $166.000. If exchange rates were used to convert
German expenditures into dollars. the purchase of the bus by a German
school district in 1985 would have been shown as an expenditure of

6
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$100.000. while the same purchase in 1988 would appear as an
expenditure of $166,000. The size of the German expenditure measured in
German marks would be unchanged, but fluctuations in the exchange rate
used to convert marks to dollars would markedly change the dollar value of
the expenditure. In 1985. the year which we have been examining, the
dollar was particularly overvalued (see Figure 2). The effect is to make the
U.S. expenditures on education appear relatively greater than those in other
countries.

Figure 2
Value of the Dollar, 1980-88
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a. Folminl bultllaterrl trade-veloltea value of tle U0. dollar.

Source: Federal Reserve Board.

The problem of using exchange rates to make spending comparisons
Is Illustrated in Table 5. Using 1985 exchange rates, as shown In column
1, the U.S. ranked fourth among the 16 countries studied. But if some
other value of the dollar Is used to make the conversion, e.g.. the 1988
exchange rate, then the U.S. ranking changes to ninth (column 2).

The second problem in using per pupil expenditures Is that they do
not necessarily reflect the national effort devoted to education. The real
issue underlying cross-national comparisons is not the numbers of dollars
or pounds which each country spends, but the relative national effort

7
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devoted to education. For example, a poorer country could spend a
relatively large share of national Income on education. i.e.. could make a
large national effort to educate Its youth, but have a much lower spending
per pupil than a richer country devoting a smaller share of Its income to
education. Before meaningful international comparisons can be made.
education expenditure levels must be related to some measure of total
national income.

Moreover, countries with high per capita incomes will also have
higher wages reflecting a higher standard of living. For example, high
living standards in the U.S. mean that, in general, workers are better paid
than in other countries. Therefore, we would expect education
expenditures per pupil to be higher in the U.S. than in other countries.

Per pupil expenditures can be used to make international
comparisons if two conditions are met: exchange rates are avoided. and if
some measure of national income is included in the calculation. Such a
measure is shown in Table 6. Expenditures per student are expressed as a
percentage of per capita income measured in each nation's own currency.
We find that of the 16 countries studied. U.S. spending on pre-primary.
primary, and secondary education Is lower than in all but two other
countries.

The Historical Record

The study thus far has examined expenditures at a single point in
time, 1985. and has found that the U.S. spent relatively little on pre-
primary. primary, and secondary education compared with other
industrialized countries. Another important Issue is how U.S. funding for
education has changed over time and how U.S. spending has changed
relative to that of other countries. Tables 7 and 8 show U.S. funding of K-
12 education in the postwar period. Expenditures are expressed as a
percentage of national Income.

As shown in Table 7, expenditures for pre-primary. primary and
secondary education peaked in 1974. and have fallen steadily since (see
column 1). Thus, spending for education has not kept pace with overall
economic growth. Over this same period. however, enrollments also have
fallen (see column 3). Primary and secondary school enrollment, as a
percentage of the total population, was at its highest level in 1969. and
has been gradually falling since that Ume. Adjusting expenditure figures
for the changing enrollments, using the same method as in the
international comparisons, shows that the decline in spending for
education has been more than offset by shrinking enrollments (see Table 7.
column 2). In the 1980s. the declining fraction of the population enrolled
in school has meant adjusted expenditures have risen, despite the
slowdown in actual funding for education.



226

Table 8 shows how the funding sources for public education have
changed over time. Adjusted federal revenues, after rising until 1980. by
1985 had fallen by .08 percent of national income. In the same five year
period. state and local revenues rose by .14 percent and .08 percent.
respectively. (Since these are percentages of our two to three billion dollar
national income, these small changes of less than one percent actually
indicate billion dollar variations in education expenditures. In 1988. 0.1
percent of national income equaled $4.46 billion.) Thus, the federal
government's education funding responsibilities wereshfted8Vnd-ogates \
and localities. The observed rise in adjusted total fevenne-ts-soleliy due to'
increased funding by states and localities. Among other consequences, this
has Increased thepotential for greater disparities in funding between
'Ehioo districts across the nation.

Despite the increase In overall U.S. education funding of K-12
between 1980 and 1985, our position relative to other countries declined.
Table 9 shows K-12 expenditures in 1980 and 1985 for the 16 countries
we have been comparing, with both years' expenditures adjusted for the
1985 U.S. enrollment rate. In 1980 the U.S. ranked twelfth in adjusted
spending on K-12, spending less than eleven other countries. But by
1985, the U.S. had fallen in rank to number fourteen.

U.S. education expenditures since 1985 are shown In Table I0.'5
Spending for pre-primary. primary. and secondary education, expressed as
a percentage of national income and adjusted for 1985 enrollments, rose
from 3.88 percent In 1980, to 4.08 percent in 1985. reached 4.21 percent
In 1987, and has been relatively constant between 1987 and 1989.
Because comparable international data are not available, we cannot
determine how this post-1985 U.S. trend affects its relative ranking with
the other countries.

Conclusion

We have seen that when public plus private spending on all levels of
education is compared with spending in other Industrialized countries, the
U.S. Is in a three-way tie for second place among the countries studied.
However, when spending for primary and secondary education alone is
compared with expenditures abroad, the U.S. ranking falls to a tie for
twelfth place. And when adjustments are made for enrollment size. the
U.S. falls further to fourteenth place, spending less than all the other
countries except two.

When levels of public spending on education only are compared.
showing the social commitment to public education, again the U.S.
compares unfavorably with the other countries. Comparisons of public
spending for all levels of education, and for K-12 alone, both place the
U.S. in fourteenth place. In enrollment adjusted K-12 public expenditures,
the U.S. does slightly better, ranking number thirteenth. But by all

9
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comparisons, the U.S. devotes fewer resources to primary and secondary
education than do most industrialized nations.

The claim that the U.S. spends more than other nations on education
is misleading. By all comparisons, the U.S. devotes a smaller share of Its
resources to pre-prtmary. primary and secondary education than do most
industrialized countries.

The comparatively weak U.S. Investment In K-12 Is not a result of a
more efclent administrative structure or favorable demographics. In fact,
the U.S. might be expected to spend proportionally more than other
countries because of the particular characteristics of the U.S. school
system and American society. Our decentralized school system gives more
local autonomy and local choice, but is also more expensive than a single.
centrally administered system. Our population Is more heterogeneous than
in most other countries. Some immigrants do not speak English.
Students come from a variety of cultural backgrounds. The very high
number of children living in poverty makes additional demands on the
school system.

Available data do not permit cross-country comparisons to be made
In much more detail, but other evidence suggests that the spending gap Is
parUcularly wide between the youngest American and foreign children. For
example, It is generally accepted that the U.S. Head Start Program of early
childhood education for disadvantaged children age three to five is
valuable and cost effective, yet limited federal funding permits only 20
percent of eligible children to take part. Many of our competitors seem to
have a stronger commitment to early childhood education, and some of
them have nearly universal pre-kindergarten enrollments. In France. 100
percent of four- and flve-year-olds attend school/educational day care, 90
percent of three-year-olds attend, and 36 percent of two-year-olds. In
Belgium. 96 percent of three- to six-year-olds are in school, and in the
Netherlands. 98 percent of four- and five-year-olds.6

Spending more money Is not, of course, the only answer to the
difficult problem of revitalizing primary and secondary education in the
U.S. But the data presented here indicate that In education, as in every
other service, we may "get what we pay for." Given the level of investment
in our pre-primary, primary, and secondary schools, it is not surprising
that we are slipping behind in comparative measures of performance as
well.

10
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TABLE 1: COMPARISON OF INDUSTRIALIZED COUNTRY EXPENDITURES
FOR EDUCATION, 1985

Country

United States

Australia

Austria

Belgium

Canada

Denmark

Franceb

Germany, West

Irelandb

Italy'

Japan

NetherlandSb

Norway

Sweden

Switzerland

United Kingdomb

Non-U.S. Average

6.8%

5.5

5.8

6.1

6.8

6.0

5.9

4.6

6.0

4.8

6.5

6.8

6.3

7.6

5.1

5.2

5.8

Adjusted for the 1985
b 1984 data

'1983 data

(2)

K-12 Only

2 4.1% 12

12 3.7

11 4.7

7 4.9

2 4.7

8 4.5

10 5.1

16 3.5

8 5.0

15 4.1

5 4.8

2 4.7

6 5.4

1 6.3

14 4.2

13 3.9

4.5

(3)

Adiusted' K-12

4.1% 14

15 3.9

7 5.9

5 4.9

7 4.7

10 4.8

3 4.6

16 4.6

4 3.8

12 4.2

6 4.8

7 4.5

2 5.3

1 7.0

11 5.8

14 4.5

4.6

U.S. F.-12 enrollment rate

Sources: UNESCO; Statistical Yearbook, 1988.
National Center for Education Statistics, U.S. Department
of Education; Digest of Education Statistics, 1988.

11

(1)
K-12 and Higher
Education

15

2

5

8

6

9

9

16

13

6

11

4

1

3

11

L^rLNussUers sour KANErsovn~vr con -LIM
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TABLE 2: COMPARISONS OF PERCENTAGE ENROLLMENTS, 1985

ENROLLMENT/TOTAL POPULATION

Hiqher
Country Education K-12

United States 5.1% 19.7%

Australia 2.3 18.8

Austria 2.4 15.8

Belgium 2.6 19.8

Canada 4.9 19.6

Denmark 2.3 18.5

France' 2.3 21.8

Germany, West 2.5 14.9

Irelanda 1.9 25.6

Italyb 2.0 19.5

Japan 1.9 20.1

Netherlands' 2.7 20.4

Norway 2.1 19.8

Sweden 2.6 18.0

Switzerland 1.7 14.0

United Kingdom' 1.8 17.1

1984 data
b 1983 data

Sources: UNESCO; Statistical Yearbook, 1988.
National Center for Educations Statistics, U.S.
Education; Digest of Education Statistics, 1988.

Department of
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TABLE 3: COMPARISON OF INDUSTRIALIZED COUNTRY OPERATING EXPENDITURES
FOR EDUCATION, 1985

Country

United States

(1)
K-12 and Higher

Education

6.2%

(2)

K-12 Only

3 3.8% 10

(3)

Adjusted' K-12

3.8% 13

Australia

Austria

Belgium

Canada

Denmark

Franceb

Germany, West

Irelandb

Italyc

Japan

Netherlandsb

Norway

Sweden

Switzerland

United Kingdomb

Non-US Average

5.0

5.3

5.8

6.4

5.8

5.6

4.1

5.5

4.4

4.8

6.0

5.6

6.7

4.7

5.0

5.1

11 3.4

10 4.2

5 4.7

2 4.4

5 4.3

7 4.8

16 3.2

9 4.5

15 3.8

13 3.6

4 4.1

7 4.7

1 5.6

14 3.8

11 3.7

3.9

' Adjulsted for the 1985 U.S. K-12
b 1984 data

' 1983 data

15

8

3

6

7

2

16

5

10

14

9

3

1

10

13

enrollment rate

Sources: UNESCO; Statistical Yearbook, 1988.
National Center for Education Statistics, U.S. Department
of Education; Digest of Education Statistics, 1988.

13

3.5

5.3

4.7

4.4

4.6

4.3

4.2

3.5

3.9

3.6

4.0

4.7

6.2

5.3

4.3

4.1

15

2

4

7

6

8

10

15

12

14

11

4

1

2

8
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TABLE 4t JAPAN AND THE UNITED STATESt PUBLIC AND PRIVATE EDUCATION
EXPENDITURES, 1985

EXPENDITURES/GDP
frank)

;;-1. ,_:: and.... ,__

Education it-12 OnlY K-12
United States

Public and Private 6.8% 4.1% 4.1%
(2) (12) (14)

Public only 5.0 3.8 4 b
(14) (14) (13)

JaDan

Public and Private 6.5% 4.8% 4.8%
(5) (6) (6)

Public only 5.1 NA. NA.
(13)

Adjusted for the 1985 U.S. K-12 enrollment rate (public plus
private)

b The 1985 U.S. K-12 public enrollment rate is adjusted for the 1985 U.S.
K-12 public plus private enrollment rate

NA = not available

Source: UNESCO; Statistical Yearbook, 1988.
National Center for Education Statistics, U.S. Department
of Education; Digest of Education Statistics, 1988.
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TABLE 5S COMPARISON O R-12 1985 EXPENDITURES PER PUPIL
IN INDUSTRIALIZED COUNTRIES

Converted to Dollars Using:

1985 EXCHANGE RATES 1988 EXCHANGE RATES

Expenditures Expenditures
Country Per Pupil Rank Per PuDil Rank

United States $3,456 4 $3,456 9

Australia 2,040 11 2,291 14

Austria 2,564 8 4,297 6

Belgium 2,015 12 3,254 10

Canada 3,322 5 3,683 8

Denmark 2,802 6 4,410 5

France' 2,051 10 3,094 12

Germany, West 2,395 9 4,016 7

Ireland' 956 16 1,380 16

Italy 1,233 15 1,809 15

Japan 2,647 7 4,927 4

Netherlands' 1,919 13 3,224 11

Norway 3,792 3 5,002 3

Sweden 4,224 1 5,932 2

Switzerland 4,205 2 7,061 1

United Kingdom' 1,668 14 2,314 13

* 1984 data
b 1983 data

Sources: UNESCO; Statistical Yearbook, 1988.
National Center for Education Statistics, U.S.
Department of Education; Digest of Education
Statistics, 1988.
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TABLE 6: COMPARISON OF INDUSTRIALIZED COUNTRY K-12 EXPENDITURES
PER PUPIL AS A PERCENT OF PER CAPITA INCOME, 1985

Country Percent Rank

4t-..Ae States 7nflil 1l

Australia 19.5 15

Austria 29.7 2

Belgium 25.0 5

Canada 24.0 a

Denmark 24.5 6

France' 23.2 10

Germany, West 23.5 9

Ireland' 19.4 16

Italyb 21.1 13

Japan 24.1 7

Netherlands' 23.0 11

Norway 27.1 4

Sweden 35.3 1

Switzerland 29.6 3

United Kingdom' 22.8 12

Non-U.S. Average 23.5

' 1984 data
b 1983 data

Sources: UNESCO; Statistical Yearbook, 1988.
National Center for Education Statistics, U.S.
Department of Education; Digest of Education
Statistics, 1988.
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TABLE 7: UNITED STATES X-12 EXPENDITURES, 1949-1985

EXPENDITURES/GDP

(1) (2)

Adjusteda
Total Total

2.41% 2.38%

3.39 2.78

4.01 3.03

4.51 3.37

4.57 3.56

4.74 3.81

4.50 3.73

4.19 3.69

4.18 3.88

4.13 4.00

4.01 3.98

4.08 4.08

(3)
Enrollment
as % of
Population

19.08%

22.98

24.95

25.22

24.18

23.41

22.70

21.40

20.34

19.46

18.98

18.83

a Adjusted to the 1985 K-12 enrollment rate..

Note: These 1980 and 1985 adjusted expenditures
differ from those shown in Tables 1 and 9.
See endnote 15 for an explanation.

Source: National Center for Education Statistics,
U.S. Department of Education; Digest of
Education Statistics, 1988.

17

Year

1949

1959

1965

1969

1972

1974

1976

1978

1980

1982

1984

1985
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TABLE 8: SOURCE OF PUBLIC REVENUES FOR UNITED STATES
PUBLIC K-12, 1949-1985

ADJUSTED REVENUES/GDP

Year Federal State Local

1949 .06% .82% 1.18%

1959 .11 .98 1.41

1965 .22 1.08 1.46

1969 .25 1.23 1.61

1972 .29 1.31 1.69

1974 .31 1.47 1.69

1976 .31 1.51 1.66

1978 .33 1.56 1.53

1980 .33 1.72 1.57

1982 .26 1.75 1.64

1984 .24 1.80 1.63

1985 .25 1.86 1.65

Change
1980-1985 -.08 +.14 +.08

aAdjusted to the 1985 K-12 enrollment rate.

Source: National Center for Education Statistics, U.S.
Department of Education; Digest of Education
Statistics, 1988.
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TABLE 9: COMPARISON OF INDUSTRIALIZED COUNTRY 1980 AND 1985
EXPENDITURES FOR EDUCATION

Total X-12 ExDenditures/GDP Rank

Country 1980' 1985-

United States 4.1% 12 4.1% 14

Australia

Austria

Belgium

Canada

Denmark

Franceb

Germany, West

Irelandb

Italy'

Japan

NetherlandSb

4.0

5.3

4.6

4.. 9

5.5

3.8

4.4

4.0

3.8

5.3

4.8

13

4

9

7

3

15

10

14

16

3.9

5.9

4.9

4.7

4.8

4.6

4.6

3.8

4.2

4.8

4.5

15

2

.5

8

6

9

9

16

13

6

11

Norway 5.7 2 5.3 4

Sweden 8.5 1 7.0 1

Switzerland 5.1 6 5.8 3

United Kingdomb 4.4 10 4.5 11

Non-U.S. Average 4.6 4.6

Adjusted for 1985 U.S. K-12 enrollment
b Data listed for 1985 is actually 1984
Data listed for 1985 is actually 1983; data listed for 1980 is
1979.

Sources: UNESCO; Statistical Yearbook, 1988.
NCES, U.S. Department of Education; Diiest of Education
Statistics, 1988.
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TABLE 10 UNITED BTATES 8-12 EXPENDITURED, 1980-1989

Year Expenditures/GDp"

1980 3.88%

1982 4.00

1985 4.08

1986 4.19

1987' 4.21

1988' 4.20

1989- 4.22

Estimate
bAdjusted for the 1985 K-12 enrollment rate

Source: National Center for Education Statistics, U.S. Department
of Education; Digest of Educational Statistics, 1988, and 1989(forthcoming).

20
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APPENDIX A. METHODOLOGY? FOR COMPARING EXPENDITURES

The purpose of this paper Is to compare education expenditures, in
particular for pre-primary. primary and secondary education. among
industrialized countries. The only source of education expenditure data for
multiple countries is the UNESCO Statistical Yearbook. Data from 1985
and 1980 were examined. 1985 is the most recent year for which data are
available for most countries. and 1980 was chosen arbitrarily as a starting
point from which to estimate trends.

The 1988 Yearbook provides the enrollment and expenditure data for
all countries in this report. with the exception of the U.S. 1985

-expenditure. Since UNESCO lists no U.S. education expenditure figures for
years since 1983. these figures were obtained from the U.S. Department of
Education's 1988 Digest of Education Statistics. A question immediately
arises concerning the comparability of the U.S. and UNESCO data.
Examination of total education expenditure figures for 1982 and 1983. the
most recent years for which both UNESCO and Digest data are available.
shows that the numbers correspond quite closely. In 1982. UNESCO's
figure was 1.5 percent greater than the Digests, and in 1983. the Digests
was .93 percent larger than UNESCOs.

Public and Private Expenditures

For all countries except the U.S. and Japan. UNESCO provides data
on public spending for education which includes nearly all education
expenditures. In the U.S.. about 25 percent of all education spending is
private money which is spent primarily for higher education. The UNESCO
figures given for the U.S. are for combined public and private spending. In
Japan. approximately 20 percent of all education spending Is private and it
is also biased toward higher education. Since 1984, the UNESCO figures
for Japan include both public and private expenditures. Our calculation of
1980 public and private Japanese education spending is explained below.

Spending for Pre-Prinmary, Primary, and Secondary Education

Our primary goal is to compare K-12 spending among industrialized
countries. Unfortunately. UNESCO does not disaggregate total
expenditures into spending for K-12 and higher education, but this
information can be calculated from the data given. (In this paper. when
the expression K-12 is used, "K represents all the pre-primary years.)
UNESCO divides total education spending into current (operating expenses)
and capital expenditures and provides the distribution of current
expenditures between K-12 and higher education. However, data on
capital expenditures are not available by level of schooling. It is therefore
necessary to estimate total spending on K-12 by making assumptions
about the distribution of capital spending between K-12 and higher

21
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education. (For most countries. capital spending is less than ten percent
of total spending.)

First, the ratio of current spending on K-12 to current spending on
both K-12 and higher education is determined. This ratio is then applied
to total capital expenditures to estimate capital spending for K-12. The
esumatea n-i2 capital spenmng IS aaaed to ftIiz current spending to give
a preliminary figure for K-12 expenditures. (Other additions to this amount
are described below.) This method assumes that capital spending Is
apportioned between K-12 and higher education exactly as Is current
spending. Although this assumption is probably not strictly accurate (see
below), It affects the calculation of every country's expenditures (by a very
small amount), and so will not bias our results toward any particular
country. The comparison of K-12 operating expenses (current
expenditures) shown In Table 4 yields essentially the same rankings as our
comparison of total K-12 spending.

As mentioned above, current expenditures are disaggregated into
spending for K-12 and higher education, but also into two additional
categories: "other" and "not distributed." The latter two categories, as
defined by UNESCO, Include. respectively. spending on "special, adult, and
other types of education which cannot be classified by level" and
"administration for which there Is no breakdown by level of education."
The U.S. assigns no expenditures to these two categories while in other
countries these two Items account for up to 25 percent of all current
expenditures. Ignoring these two categories would have seriously biased
our results. To compare K-12 expenditures among countries, all education
spending, including the sizable expenditures listed in the "other" and "not
distributed" categories. must be assigned to either K-12 or higher
education.

The exact distribution of these expenditures by level of education Is
not available. Therefore, we estimate their contribution to total K-12
spending by assuming that spending in these two categories Is distributed
between K-12 and higher education in the same proportion as Is the rest
of current spending. Adding these amounts to the preliminary K-12 total
described above gives total K-12 spending.

1985 U.S. education expenditures are obtained from the Digest of
Education Statistics. We want to estimate 1985 U.S. spending on K-12 by
the same method that is used for the other countries. i.e.. by assuming
that the percentage of total capital spending which goes to K-12 Is the
same as the percentage of current spending for K-12. Therefore, we need
to know the percentage of current spending for K-12. as well as total
current and capital spending for all levels of education. The Digest
supplies most of these data. except the distribution of private K-12
spending between current and capital expenses. So one additional
assumption is necessary to calculate total U.S. K-12 spending. We assume
that the ratio of current to capital K-12 spending is the same for private
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expenditures as for public. We can then determine total K-12 spending for
the U.S.

More detailed data show that current and capital spending In the
U.S. are not distributed between K-12 and higher education In the same
proportions. K-12 usually accounts for a larger share of current spending
than of capital spending. Put another way, capital spending Is skewed
toward higher education. In our treatment of capital expenditures, some
fraction of capital spending for higher education is attributed to K-12. Our
method tends to over-estimate K-12 spending. especially for the U.S. where
expenditures on higher education are so large. This upward bias in our
estimate of K-12 spending. particularly for the U.S.. is a bias against our
conclusion that the U.S. Is a low spender on pre-primary, primary, and
secondary education.

Japan presents other difficulties. As noted above. 20 percent of all
education spending in Japan is private money. Therefore we need to
include both public and private expenditures in our calculations of K-12
spending. Beginning in 1984, UNESCO lists both total (public plus
private) education spending and public spending for Japan. Prior to 1984,
only public expenditures are provided. In Table 9. 1980 combined public
and private education expenditures are estimated by increasing the 1980
public spending figure by the percentage of 1985 private to public
spending. This assumes that private expenditure as a percentage of total
spending was equal in 1980 and 1985. Another piece of information is
also lacking. To calculate public plus private K-12 spending in 1980. the
distribution of private as well as public spending by level of education is
needed. But this information is provided for public spending only. Since
private expenditures are skewed toward higher education. we would be
wrong to assume equivalent distributions between K-12 and higher
education for both public and private expenditures. Therefore. we use the
1985 distribution figure for public plus private spending. applied to the
1980 combined expenditures. to estimate total 1980 K-12 spending in
Japan.

Enrollments and Enrollment Adjusted Expenditures

UNESCO data on enrollments are used to make all the international
comparisons. The enrollment figures include students in both private and
public schools since the expenditures cover both private and public
schools.

Because different countries have different proportions of school-age
children in their populations, some adjustment must be made for differing
enrollment rates among countries. For example. when expenditures are
expressed as a percentage of national income. a country with 20 percent of
its population enrolled in school would be expected to spend more on
education than a country with an enrollment rate of only 15 percent. To
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permit meaningful comparisons. expenditures must be adjusted to acommon enrollment rate. where the enrollment rate is calculated as thepercentage of the population actually enrolled in school.

Any enrollment rate could have been chosen as the standard towhich all countries' expenditures are adjusted. We chose the 1985 U.S.
J. .QC. .... .. ca o 4D^IULU LU une u.o. enrollment rate.foreign expenditures as a percentage of GDP are multiplied by the ratio ofthe U.S. enrollment rate to the foreign enrollment rate. This raises (lowers)

expenditures for countries with enrollment rates below (above) those of theU.S. The adjusted expenditure figure shows the level of spending whichwould occur if each country enrolled the same percentage of the populationas did the U.S.. while its rate of spending remained unchanged. Thisadjustment assumes constant returns to scale in education.

Non-U.S. Averages

A non-U.S. average is the weighted average of all countries' (exceptthe U.S.) expenditures expressed as a percentage of GDP. The weights arethe ratio of the number of each country's students over the total numberof students in all (except the U.S.) countries.
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APPENDIX B: EDUCATION SHARE OF NATIONAL SPENDING

To indicate the national effort expended on education by each
country. the education spending data in Table 1 is expressed as a portion
of total national income. i.e.. Gross Domestic Product. Usually national
spending equals national income. However. when a country has a trade
deficit (or surplus). national income and national spending diverge by the
amount of the deficit (or surplus). This has the effect of making the
education effort appear relatively greater in a deficit nation and relatively
smaller in a surplus country. In effect. using national income as the
denominator does not take into account the fact that the total national
spending in a trade deficit country has been swollen by borrowing from
abroad. In a trade deficit country, national spending is greater than
national income, and education expenditures are a smaller share of
national spending than of national income. Thus, a more accurate picture
might be obtained by comparing the fraction of each country's total
national spending which is devoted to education.

Table B1 shows education expenditures as a percentage of national
spending for the U.S.. which has a large trade deficit, and the two major
trade surplus countries -- West Germany and Japan. In 1985. U.S.
spending on pre-primary. primary and secondary education was only 3.99
percent of total national spending, while Germany spent 4.81 percent and
Japan 4.92 percent. In either case, whether education expenditures are
calculated as a share of national income or national spending. the U.S.
spends less than all but two of the 16 countries studied.
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TABLE 81: TRADE ADJUSTED EDUCATION EXPENDITURES, 1985
(in millions)

Germany (DM) Javan MY} United States (Si

1. GDP 1,830,490 316,303,000 3,967,472

2. Trade Surplus 66,390 10,775,000 -118,652

3. Total spending 1,764,100 305,528,000 4,086,124
(1-2)

4. Adjusted K-12 84,806 15,022,619 162,960
Spending

-As Share of GDP 4.6% 4.8% 4.1%

-As Share of Total 4.8% 4.9% 4.0%
Spending

Sources: National Center for Education Statistics, U.S. Department
of Education; Digest of Educational Statistics, 1988.
UNESCO; Statistical Yearbook, 1988.
OECD, National Accounts, Vol. 1, 1989.
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Endnotes

1. Speech at Education Summit. University of Virginia. September. 28,
1989. (White House transcript).

2. Press Briefing, Charlottesville. Virginia: September 27, 1989. (White
House transcript).

3. Press Conference. May 3, 1989. (U.S. Department of Education
transcript).

4. Speech at an American Council for Capital Formation conference.
Washington, D.C., October 12. 1989. (ACCF transcript).

5. "Bargain Remedies for our Educators," New York T1nes. June 22,
1989.

6. NBC 'Today Show," September 27. 1989.

7. Speech at an American Council for Capital Formation conference,
Washington, D.C.. October 12. 1989. (ACCF transcript).

8. Included in the study are Canada, Japan. Australia. and all of
western Europe, except for the three least wealthy countries: Turkey,
Greece and Portugal. Spain is omitted because the UNESCO data are
insufficient, and Luxembourg because of its small size. Other
analysts might prefer another grouping of countries. However, any
selection of industrialized countries would show the U.S. to be a
relatively low spender on education.

9. UNESCO. 1988. Statistical Yearbook. Paris: UNESCO. This is
virtually the only source of data for making international comparisons
of education spending. It was the data source for comparative studies
of education spending done by the U.S. Department of Education and
the Congressional Research Service. Some of the UNESCO data are

.reproduced in the annual Statistical Abstract of the United States by
the U.S. Department of Commerce.

10. National Center for Education Statistics. U.S. Departnent of
Education. 1988. Digest of Education Statistics. Washington. D.C.:
Government Printing Office.

11. It might be argued that-the U.S. "backloads" education system by
putting more money into higher education. If so. comparing
education spending at the K-12 level, as we do. biases any
comparison against the U.S. system and the appropriate comparison
is spending for all education levels (which shows the U.S. is a
relatively high spender). This may or may not be so. However. if
the U.S. system must be evaluated at the collegiate level then no
cross-country comparisons of spending and student performance are
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possible since student test scores are only available for fourteen year
olds. As a result, there are no data to support the claim that wehave high spending and low performance.

12. There are many factors which account for the lower expenditures of
private schools. In 1985. 75 percent of private primary and
cPrnnri.rv tlhipents were In crades K-8. and onlv 25 nercent were in
grades 9-12. Education in the lower grades is less expensive than
educat:07; 1r. L'"5s&r F.ades. M.ny r p---atz =-^C!r -f.…r L=.r
extracurricular activities and special classes than do public schools.
Private schools also receive some public monies, although the U.S.
Department of Education does not calculate the exact amounts. The
sources of these funds include the Title I program for low income
students, salaries for some special education teachers, sharing of
textbooks and bus transportation, and others.

13. Purchasing power parity rates could be used for the conversions, but
these also give misleading results. Expenditures must be related to
some measure of national income.

14. This Is not a second, independent confirmation of this ranking, but a
different calculation using the same data as in Table 1.

15. The enrollment adjusted expenditure figures of Tables 7 and 10 differ
from those in Tables 1 and 9. Since UNESCO does not provide any
expenditure or enrollment information for years after 1986, all data.
both expenditures and enrollments, in Tables 7 and 10 were obtained
from the 1988 and 1989 (forthcoming) Digest of Education Statistics.
The 1985 figure of 4.08 percent, calculated from the Digest data, Is
close to the value in Tables 1 and 9 of 4.1 percent. Differences stem
from our use of a calculated capital expenditure figure which is
greater than true spending, and from minor discrepancies between the
U.S. and UNESCO data. The 1980 figure of 4.1 percent in Table 9 is
6 percent greater than the 3.88 percent shown in Tables 7 and 10.
UNESCO lists 1980 K-12 expenditure as $116.0 billion which is very
similar to the 1981 Digest's figure of $116.3 billion. However. the
1988 Digest gives a revised 1980 K-12 expenditure of $112.3 billion,
and this is the value used in Tables 7 and 10. Also, UNESCO
enrollment figures tend to be larger than those reported by the U.S.
These two factors account for the difference between the 1980
numbers.

16. Hough, J.R 1984. "France" in Educational Policy, an International
Survey, J.RHough, ed., New York: St Martin's Press.

28



246

BIbliography

Finn. Chester E.. Jr. 'Bargain Remedies for our Educators."-New York
Thnes. June 22. 1989.

Hough. J.R 'France." In J.R. Hough. ed.. Educational Policy. an
International Survey. New York: St Martins Press. 1984.

National Center for Education Statistics. U.S. Department of Education.
Digest of Education Statistics. Washington. DC: U.S. Government Printing
Office. 1988.

Redd. Kenneth and Wayne Riddle. Comparative Education: Statistics on

Education in the United States and Selected Foreign Nations.
Washington. DC: Congressional Research Service. 1988.

UNESCO. Statistical Yearbook. Paris: UNESCO. 1988.

29



247

IAot Ci 9' A r _
._'t-r 1; l!em

v'40ction ioport

The Eduoation Department hea reamnmed the sconomic polioy
Institute report and found it seriously flawed. The figures the
think tank used are not relevant.

The only relevant comparative a for intornational education
epending ie per student eperdingq "Oe 11 Report *oBpSres
spending only am a share of gross mOstia product. measured on
a per student basis the O.. f.epnde on average $3,210 per

elementiry and secondary eohoo student, second only to
.itmorleand.

In the current *ohool year we will invest $155 billion educating
student, ina indorgartean through the Mbth grade -- an increase of
37 percent over the past decade. total education spending is
expectod to reach $353 billion.

while cpending has increased, we have witnessed little
improvement in the basic scholastic skills of our students,
money is not the problem. we need a better return on our
investment. What matters is not how such we spend but how the
money is epont and whether it produocee results. Clearly the
eolution ia not more of the enae.

teaognisiag this challenge the Precident has taken a number of
steps to reforam out eduoation cyctem. LAet April he cent the
Eduoational Uxcellenee act ef lst to Ocagres with $441 million
in now spoeding nad seven initiatives deeigend to roward
exoelleno and achievement, increase accountability, and foster
flexibility and choice. Sn Juae he created the president's
Iducation Polioy &dvisery Comittem to gather input from
bueineac, education, labor and the *edio. In Reptember he ealled
the Nationt' Governors together at the Iducation summit which
lead to new efforte to create national education goal, bring
greater flexibility, accountability and resulte in oducotio 3

Votoe In addition# the SPI study neglected to take into account
private school spending ore elementa7r and secondary education.

1 8 it-

AV,,,,Cox', IV,,
ke

�v-



248

UNITED STATES DEPARTMENT OF EDUCATION
PUBLIC AFFAIRS

JAN 15 1990

TO EDUCATION EDITORS:

Following is embargoed response by U.S. Education Department to

Economic Policy Institute (EPI) briefing report on
international comparisons in education spending. Embargo, set
by EPI, is 6 p.m. Jan. 16 (for a.m. papers Jan. 17).

EPI'a report on international comparisons of education spending

shows why economics can indeed be a dismal science. This
"nonpartisan economic think tank' has mixed apples, oranges and

moonbeams to produce an indigestible concoction.

The EPI report confuses the share of national spending with

actual spending -- a false comparison to support a spurious
conclusion. It's fun to play with numbers, but it can be a

dangerous delusion if used as the basis for public policy.

EPI claims that by eliminating higher education spending from.

the comparison, they have discovered a lack of commitment to
our nation's students. Not true. When K-12 spending is
accurately compared to other nations -- as average per pupil
expenditures and not as "share of national income" -- the U.S.

ranks 2nd only to Switzerland. (If the nebulous "other"
category in included, the U.S. is 5th.)

Americans are generous supporters of education, but we are not

getting what we pay for. Until we admit that it is time to

restructure -- to rethink an education system created more than

a century ago to serve a largely agrarian nation -- we will
continue to be disappointed in the academic performance of our
children.

NOTE: Attached i's a discussion of methodology. A more
technical analysis will be available from the Department
shortly.

Contact: Tom Lyon (202) 732-4320, U.S. Education Department
(703) 941-7254 (home)

400 MARYLAND AVI.. SW WASHINCTN. D4. 20302 413S
,jot -.34 4576
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DISCUSSION OF METHODOLOGY

CPI uses seriously flowed methodology to arrive at dubious
conclusions:

-- in statinq that msaningful international comparisons
oi uguu*L& T. ij. ... t-, z,,, Z..
national income.

The more appropriate comparative measure is actual funds
spent, but EPI rejects this traditional approach and
irrelevantly substitutes 'percentage of national income
(Gross Domestic Product)." A simple example makes this
point: in 1986, Mississippi spent 3.9 percent of its state
domestic product on X-12 education, a greater percentage
than Minnesota's 3.7 percent. But -- much more
significantly -- Minnesota apent $4180 per pupil;
Missisuippi, S2350. EPrIs "share of national income,
comparison is an inappropriate, unaccepted measure of
spending on education.

By analogy EPI would presumably argue that U.S. food
expenditure as a percentage of total private consumption
expenditures is extremely low when compared to other OECD
nations such as France (17.9%), Norway (20%), the Ux
(14.5%) and Switzerland (20.2%). The average for 811 OECD
nations approaches 20%. In the U.S. the percentage is
11%. Does this mean that the U.S. is a seriously
undernourished notion -- and not the breadbasket of the
world? Or that we should spend additional resources on
food so that we can reach a figure closer to the OECD
average?

-- in arguing that exchange rate instability undermines
the ability to use per pupil expenditures as a
reliable measure of international education spending.

Most of the countries surveyed in the EPI report belong to
the Organization for Economic Cooperation and Development
(OECD) which makes such comparisons on the basis of
equivalent purchasing power, i.e. 'the purchasing power
paritiese index, an index not influenced by exchange rate
fluctuations. Using OECD's commonly accepted measure, the
U.S. spends more per student on K-12 education than all
countries cited in the EPI report, except Switzerland (if
the category 'other" is included, the U.S. ranks 5th)

-- by including UNESCO categories 'other' and 'not
distributed.'

These categories are not clearly defined end are reported
by the U.S. as $0.
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-2-

-- by defining X-12 to include pro-primary spending,
while excluding private pre-primary expenditures in
the U.S.

In the U.S. much of pre-primary education is supported
privately by families, not reported by the U.S. in K-12
tabulations. Thus, EPI has significantly underreported
U.S. spending in this imprecise category.

Finally, spending does not equate with academic achievement.
In a comprehensive review of 187 studies, Eric Hanushek of the
University of Rochester found no significant correlation
between the two, though U.S. X-12 spending has increased about
27% in 1988-89 dollars since the 1980-81 school year (from 6157
billion to $199 billion).

The Department will shortly issue a more detailed technical
analysis which will address additional flaws in methodology.
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National CoMaprteonrs of Per Student Uxpendltures 1/

(Pre-K through Secondary SchooL)

W ~ - , .
Si -. ~~~~Curro~t ;."rlttr 'o'a

Prr Siufetm

Other Sxpenditures

iutzerlerld 19MS $368J 1 S3,8Y4 t
United States 19e5 33,310 2 53,310 5
Sweden 1985 13,214 3 *3,819 a
Cenada 1965 83,102 4 83,499 4
Dervark 1926 33,089 5 53,396 3
Norway 1965 S2,900 * 83,277 6
Luxeffbourg 1983 2,596 7 *2,970 7
Au trla 1965 82,497 a 82,529 8
West Gearny 1985 *2,253 9 82,530 9
Ielgium 1985 52,234 10 52,509 10
Frencs 19U 81,996 11 12,329 11
Australia 19eS 51,995 12 32,147 14
United Kingdom 1964 51,897 13 82,153 12
Netherlands MAIS 81,60 % 82,152 13
Japan 1965 $1,803 15 82,079 15
New Zeltrd 1985 $1,262 16 01,3Z4 1?
Italy 19S3 81,249 17 81,568 16
Ireland 1984 *1,108 1 $1,143 16
Portugal 195 $911 19 5963 19
Spain 1979 8598 20 8623 20

reesce 19U 5514 21 5520 21
Turkey 1985 8241 22 8260 22

(1) Per student expemditures In foreign curranciec aer expressed
In doteLr velun using the 1983 Purchasing Power Parities (OF)
Index supplied by the OCEC.
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ET.,%ls

SHORTCHANING SOUCATTONZ a cA8Z STUDY IN PLAWID ECONOMICS

Technical Assessment

Overvi w

The Zconomic Policy Znstitute (EDP) study never does what it

claims to do--measure comparative education spending levels

between the United States and other industrialized nations. Such

a comparison requires a Measure of perqpupil Spending in each

country's value in a common currency (S. g. , V.S. dollars).

Hence, the BPI study shifts the focus of the education debate

away from the critical issue of how to reform the U.S. education

system to that of matching spending with other nations.

1. The Economic Policy Instituteis proposed measure.

education's share of national income, is not an aDnrocriKte

measure of the committent of a nation for education,

The Economic Policy Institute (EPI) calculates a country's

education spending as the ratio of that oountry's

educational expenditures to its national income. in fact,

this is not a measure of spending commitment at all. Its

value depends not only On what a country is spending on

education (i.e., the numerator of the ratio), but also on

the size of its economy (i.e., the denominator of the

ratio).
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Although the NP! report uses its measure as interchangeable

with spending levels, the two are not equivalent. The

following examples illustrate the differences among

measures. Applying the 3P3 statistic tc the So U.i. states

(1986), Minnesota$s education expenditures absorbed 3.7

percent of its state's income and Miseissippi's education

expenditures absorbed 3.9 percent of its state's income.

Yet no one would conclude that Mississippi, a relatively

lov-income State, devotes more resources to education than

Minnesota, a relatively high-income State. Actual

expenditures per pupil, an appropriate measure of

educational spending, varied widely between the two States--

$4,180 in Minnesota oompared to $2,350 per pupil in

Mississippi.

eood expenditure comparisons among nations further

illustrate the wrong headednaess of the BPX approach.

Xmpoverished nations, such as Zthiopia and India, devote

about half their national income to food, roughly five times

the U.S. percentage. Yet, no one Would conclude that these

nations actually achieve higher real levels of food

expenditures, nor that the U.S. should increase its food

expenditures to reach the percentages spent in less well-off

countries.

29-868 0 - 90 - 9
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2. The Purchasing Power Parity (PPY) index is a superior method

for equating education expenditure levels among countries.

The PPP adjusted expenditures "can be applied to obtain

'real' quantity comparisons between ocuntries at a certain

time." (OECD) When used to equate per stu4ent expenditures

across nations, the ranking of nations changes dramatically

from the BPI analysis.

within a country, resources for education are measured by

its spending per pupil, with education spending expressed in

terms of that country's own currency. ?Or the U.S., this is

expressed as the dollar value of its expenditures per pupil.

international spending comparisons require equating currency

values across countries. While market exchange rates would

translate expenditures of foreign currencies into their U.S.

dollar equivalents, the results would be questionable

because of the substantial fluctuations in exchange rates.

While the exchange rate approach is flawed, the solution is

not to throw out per pupil spending comparisons, but to

apply a more accurate method for equating currencies. The

Purchasing Power Parity (PPP) index is such a measure. The

Organization for Eoonomic Cooperation and Development

(OECD), whose member countries are included in the BPI list

of countries, commonly uses this index for generating

comparative international expenditure statistics.



255

Construotioa of the PFP iadex ia similar to that of the U.8.

Coneumar Price Index (CPI). Both are based on the

comparative coat of a fixed market basket of goods. While

the uYL meaisures ;Q9.-. zv. j.;. -; _ _ a J __-

marret basket JDitv-n twn time pusiois, s. iiC zja-ug

comparative costs of a common market basket between two

countries. Thus, the PPP measures "the number of U.S.

dollars needed in each country to buy the same

representative basket of fixed goods and services costing

$01o in the United Statea."

Table I displaye the PIP values for OECD nations for three

years--1985, 1987, and 1985. An increase in the index means

that it costs more dollars to purchase the same goods.

(Note the generally small changes in the magnitudes between

1985 and 198l for most nations, in contrast to the sharp

decline in the value of the dollar as Shown by the market

exchange rates.)

3. The DPI paper classifies X through 12 as including pre-

primary education.

Appendix A of the BPI paper states that "n -this paper, when

the. expression X-12 is used, 'X' represents all the pre-

primary years." This definition of 1 through 12 is not only
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deceptive, but biases aggregate publio expenditure figures

against the U.S. Private spending by f amlles with young

children constitutes a much more signifieant share of total

pro-primary education in the U.S. than in most other

natione. Bence, total U.S. spending for pr--primary

education is understated relative to those of other nations

in vhioh pre-primary education is publicly supported 
and

included in their government's reported figures.

4. The inclusion of exnpndituras in the "other" and "not

distributed" categories nay bias result. *qsinet the U.S

which does not report ovendina under these catecories.

These categories are not well-defined by UNBSCO, and

moreover, there is no breakdown by education level.

According to OECD, "other xpenditures" are those which

cannot be classified in categories such as instructional

staff, administration, and materials. The "not distributed"

category refers to government subsidies or transfers to

public and private institutions which cannot be separated by

purpose, mainly due to the administrative autonomy of the

recipient institutions.

. When pre-K through 12 epending is accurately compared to

other nations, the U.S. ranks second only to Swituerland out

of 22 OECD countries. If the uncertain "other" and "not
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distributed" categories are included, the U.S. ranks fifth

(Table 2). (NoteS The 21 comparisons have been extended

to include all 22 OECD countries for which the ppp is

Table 2 uses the same UNZSCO information on country

expenditures and enrollments an did the BPI. It applies the

PIP index to equate currenoies ecross countries.

Two rankings are *hown. U.S. per pupil spending ranks second

out of 22 OBCD countries, using only known expenditures.

When the unknown spending categories are inoluded, the U.S.

ranks fifth out of 22.

6. Research has supported the position that the discussion On

how to improve education must focus an how to improve the

use of resources.

ln a comprehensive review of 187 studies of the relationship

between spending and achievement scores, Eric Hanushek of

the University of Rochester found no significant correlation

between the two.

Moreover, between school years 1980-1981 and 1988-1989,

aggregate spending on elementary and secondary education,

adjusted for inflation, rose from 5157 to $199 billion (in
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igam-s9 dollars) for an increase of about 27 percent.

Average salaries for publio school teachers rose from

$24,632 to $29,567 (in constant dollars) over the same

period. ?upil-to-teacher ratios decreased from 15.9 to 17.6

students per teacher.

However, over this same period, teot scores have improved

very little. Recent evidence from the National hssessuant

of Educational Progress (NaZY) shows that reading and

writing scores have remained virtually unchanged.
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January 1 990

TABLE I

COMPARISON OF INTERNATIONAL CURRENCIES

Camosarative Price Levels

IM 7

Australia as 04 111
Austria 80 133 133
Belgium 75 119 118
Canada 89 93 101
Denmark 92 149 164
FInland 96 141 153
France 81 124 124
Germany 84 137 138
Greece 56 74 77
Iceland 91 138 160
Ireland 76 110 111
Italy 68 108 111
Japan 93 147 162
Luxembourg 73 110 110
Netherlands 77 119 119
New Zealand 67 99 114
Norway 100 128 132
Portugal 39 60 63
Spain 56 86 93
Sweden es 137 146
Switzerland 98 163 166
Turkey 29 31 30
United KIngdom 73 95 107
United States 100 100 100

The comparative price levels show the number of U.S.
dollars needed In each country to buy the same
representative basket ot final goods and services
costIng $100 In the United States. They are based on
the purchasing power parity Index for each country.

SOURCE: Organization for Economic Cooperation and
Development (OECD)
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TABLEl

INTERNATIONAL COMPARISONS OF PER STUDENT EXPENDITURES (1)
(Pr_-K through Secondary School)

Current Expenditures
Per Student

Current Expenditures Including Unknown
PerSdnt Other ExpenditurIM

YA a k aLr

Switzerland 1986 83,683 1 83,874 1
United States 1985 S3,310 2 C3,310 5
Sweden 1986 83,214 S $83819 2
Canada 1985 S3,192 4 83S499 4
Denmark 1988 83,089 a 83,596 3
Norway 1985 $2,900 6 83,277 6
Luxembourg 1983 82,596 7 82,970 7
Austria 1985 82,497 8 t2,829 a
West Germany 1985 S2,253 9 82,530 9
Belgium 1985 82,234 10 82,809 10
France 1984 81,996 11 82,329 11
Australia 1985 81,995 12 82,147 14
United Kingdom 1984 81,897 iS 82,155 12
Netherlands 1984 81,880 14 82,152 13
Japan 198I 81,805 15 82,079 15
New Zealand 1985 81,262 1 6 1,324 17
Italy 1983 81,249 17 81,588 16
Ireland 1984 81,108 18 81,143 18
Ponugal 1985 8911 19 8963 19
Spaln 1979 - 8598 20 8623 20
Greece 1984 6514 21 8520 21
Turkey 1985 8241 22 8260 22

(1) Per student expenditures In foreign currencies are expreased
In dollar values using the 1985 Purchasing Power Paritles (PPP)
Index supplied by the Organization for Economic Cooperation
and Development (OECD).
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Economic Policy Institute

MEASURING COMPARATIVE EDUCATION SPENDING:
A RESPONSE TO THE DEPARTMENT OF EDUCATION

by M. Edith Rasell and Lawrence Mishel

MNTRODUCTION

On January 17 the Economic Policy Institute released our study.
Shortchanging Education, which shows that the U.S. spends less on pre-
primary, primary and secondary education than all other industrialized
countries except two. The study has been widely reported In the news
media. Shortly after its release, the Department.of Education Issued a
"Technical Assessment" of the report in which they challenged our
methodology and conclusions. This paper gives our responses to each of
the Issues raised by the Department of Education. It is our conclusion.
based on the evaluation outlined below, that the Department of Education's
criticisms are without merit and do not affect our original finding: the U.S.
spends less than most other industrialized countries on K-12 education.
Following a brief overview, detailed discussion of each point begins on
page 3.

L. The Department charges that our method, comparing expenditures
expressed as a share of national income, is inappropriate.

Our Response: Expenditures expressed as a share of national
income provide the most accurate comparisons of education effort and
resources provided to students. This Is the most commonly used and
widely accepted measure of expenditure comparison. It has been
frequently cited by Administration officials In the past and, contrary
to claims made by the Department of Education, It is the measure
used by the Organisation for Economic Co-operation and Development
(OECD), as seen In their recent comparative study on education.
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II. ThC Dcpartmnent would use per pupil expenditures as the preferred
measure of comparison.

Our Response: Per pupil expenditures provide valid comparisons
only if used in conjunction with a measure of relative Incomes or
prices. The Department's Mississippi - Minnesota example, discussed
below. illustrates how misleading per pupil expenditure figures are,
and shows the validity of share-of-income comparisons.

III. The Department recommends using Purchasing Power Parity (PPP)
exchange rates to translate foreign expenditure per pupil figures Into
dollars which can then be compared directly.

Our Response:. PPPs show relative standards of living among
countries, but cannot be used to compare the quantity or quality of
goods and services which can be purchased with a given expenditure.

IV. The Department charges that including expenditures listed by
UNESCO in the 'other" and "not distributed" categories may bias
results against the U.S.

Our Response: Omittin these two categories of education spending.
as the Department of Education suggests, would lessen the accuracy
of the study.

V. The Department charges that we understate U.S. spending on pre-
primary education.

Our Response: The U.S. expenditure figure. obtained from the
Department of Education, does not include all private spending on
pre-primary education. However, in all the other countries except
Japan, the expenditures do not include = private expenditures on
either pre-primary, primary or secondary school. Since these
expenditures are all relatively small. their inclusion or omission has
only minor affects on countries' relative expenditure levels.

We discuss each of these topics in more detail below.

2
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1. ARE COMPARISONS OF EDUCATION SPENDING AS A S1HARE OF
NATIONAL INCOME APPROPRIATE?

In making our comparisons of international spending. we use the
most commonly accepted and widely used measure of spending
compansons; experiuicuLea noocd as a peagc
{(OfP or GNP). Administration officials use this measure of education
spending (see 'Shortchanging Education'. page 2). Roger Porter, the White
Ilouse Domestic Policy Advisor, remarked in December 1989, that,
compared to other countries. U.S. spending for education is 'more per
capita, more per student. it is more as a share of our gross national
product. We spend one-and-a-half percent of GNP more than the Japanese
do on cducation."' The only education spending comparisons shown in the
UNESCO Statistical Ycarbook use this measure, and this comparison of
education expenditures is the only one presented in the Statistical Abstract
of the United States from the U.S. Census Bureau. In a recent Cato
Institute report on comparative education spending. share of national
income Is the only measure of comparison used. World Bank comparisons
of education spending are presented as shares of government budget along
with the budgets share of national income. International comparisons of
health care expenditures are routinely stated In terms of spending as a
percentage of national income, and the CIA compares defense spending
between countries by examining expenditures as a share of national income
(copies of these reports are attached).

The Department of Education claims that the Organisation for
Economic Cooperation and Development (OECD) "commonly uses a
[purchasing power parity index] for generating comparative international
expenditure statistics." We disagree. For example, the most recent OECD
study of international education expenditures,2 published in 1989. uses
expenditures as a percent of national income and per student expenditures
as a percent of. per capita national income as the methods of comparison
(see attached). These are the same two measures of comparative spending
that we Identify as appropriate. There is no mention of purchasing power
parity (PPP) in the book nor any discussion of per pupil expenditures (see
below for a further discussion of PPPs).

Expressing expenditures as a percentage of national income gives the
most accurate international comparisons. And it is by this measure that

3
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we find in 1985, the last year for which data are available, the U.S.' ranked
fourteenth out of sixteen industrialized countries in spending on K-12,
spending more than only two countries, and less than thirteen.

[1. ARE EDUCATION EXPENDITURES PER PUPIL TIE BEST MEASURE
FOR COMPARING SPENDING AMONG COUNTRIES?

There are two problems with comparisons of education spending per
pupil. First, a per pupil expenditure comparison is misleading when the
units being compared (countries or states) have different wage and income
levels and thus different costs for educational resources (e.g.. teachers).
Second, spending per pupil comparisons necessarily involve conversions of
foreign currency to dollars, leaving the comparisons subject to misleading
methodologies.

Consider first the issue of making comparisons Independently of
wages and costs. Just knowing per pupil expenditures for each country
does not tell us how many education resources are actually being
purchased. One country may spend more per student, but because costs
(prices and wages) are higher, the expenditure may actually purchase less--
fewer teachers, fewer schools, fewer books, etc., than a smaller expenditure
in a country which has lower costs and is able to purchase more for its
money. It is not possible to compare education spending In any meaningful
way without simultaneously examining relative costs. But costs generally
reflect wages. Countries with higher wages usually have higher costs.
Higher wages mean a higher standard of living and higher national income.
Therefore we can meaningfully compare expenditures by examining them in
relation to national Income. This is the measure we (and many others)
have chosen to use: expenditures as a share of national Income.
Examining expenditure figures In isolation from income levels or some
measure of costs Is misleading. The Department of Education's comparison
of spending in Minnesota and Mississippi serves to prove our point.

The Department of Education's Mississippi - Minnesota Example

The Department of Education's January 16 response to
"Shortchanging Education" compares education spending in Minnesota and

4
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Mississippi. They describe 1986 spending in the two states using both of
the measures we have been considering: per student expenditures ($4180 in
Minnesota and $2350 in Mississippi) and expenditures as a percentage of
state Income (3.7 percent In Minnesota and 3.9 percent in Mississippi).
These figures are shown In the table. The measure of spending being
supported by the Department of Education, the first of these two. shows
*.- -,-, z s,:;a iv Ad tcpa..> t.--r! v!he estecr mcsf !e M,' hel wLt~

use) shows Mississippi to slightly outspend Minnesota. We will use this
example to show that a share of income comparison of education spending
provides the best insight into the level of educational resources being
offered students.

EDUCATION EXPENDITURES IN MINNESOTA AND MISSISSIPPI, 1986.

Minn/
Minnesota Mississippi Miss

Current Expenditures as a Percent
of State Income

(1) -as reported in Dept. of Ed. 3.7% 3.9%
response to "Shortchanging
Education"

(2) -actual correct expenditures 3.7% 3.5%

(3) -K-12 spending adjusted for 4.2% 3.5% 120%
Mississippi K-12 attendance

(4) Exienditures Per Student
AtedingSchool $4180 $2350 178%

(5) -corrected for relative $2884 $2350 123%
teacher wages

Sources: National Center for Education Statistics, U.S. Department of
Education, Digest of Education Statistics; 1988 and 1989.

5
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(a) Erroncous Data from the Deoartment of Education

First. we must correct the Department of Education's data. In
calculating per student expenditures, they use actua 1986 operating
expcnscs. But In the percent-of-state-income calculation, they use
estimated 1986 operating expenditures which overstate Mississippi's
expenditures by 11.6 percent while the Minnesota estimate is quite close to
the actual expenditure. Actual 1986 operating expenditures were 3.5
percent of Mississippi state income and 3.7 percent of Minnesota state
income (see row 2 in the table), not 3.9 and 3.7. respectively. as reported
by the Department of Education. Also, we must adjust expenditures for
Mississippi's higher K-12 attendance, calculated as a percent of the total
state population. K-12 attendance in Mississippi Is 18.04 percent of the
population, while in Minnesota is 16.00 percent. On this basis alone, we
would expect Mississippi to spend a larger share of state income on K-12
education than Minnesota. Adjusting Minnesota expenditures to the
Mississippi attendance level, as explained in "Shortchanging Education,"
shows Minnesota to spend 4.2 percent of state income to Mississippi's 3.5
percent. or put another way, Minnesota spends a 20 percent larger share
of Its Income on education than Mississippi.

Per student expenditures are $4180 and $2350 for Minnesota and
Mississippi. respectively, indicating that Minnesota spends 78 percent more
per pupil than Mississippi. By either measure, Minnesota spends more on
education than Mississippi. The important question Is. does Minnesota
provide 78 percent more educational resources to its students (as the per
pupil comparison suggests) or 20 percent more educational resources (as
the share of state income comparison suggests)?

(b) Taking Wage Levels into Account

We cannot answer this question until we know how costs and wages
In Mississippi compare with those In Minnesota. In fact, costs are far
lower In Mississippi reflecting lower incomes and wages. In 1986, the year
we are examining, teachers' salaries In Mississippi were 69 percent of those
In Minnesota. Construction costs, heating costs and wages are lower in
Mississippi than In Minnesota. Using relative teachers' salaries as a
indicator of relaUve costs In education, we estimate that in Minnesota
every dollar spent buys only about two-thirds of what a dollar buys in

6
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Mississippi. $4180 spent in Minnesota is equivalent to spending $2884
($4180 x .69) in Mississippi. Therefore, to compare the actual level of
educational services provided in the two states, we must compare spending
levels of $2884 (the Minnesota level adjusted for higher wages and costs)
and $2350 (in Mississippi). By this comparison, Minnesota still spends 23
nercent more per student than dnes Mississippi. But this Is verv Rimilar
to the relative spending levels shown by our percent-of-state-income
comparison fMinnesota outspends Mississippi by au percent). and very
different from the Department of Education preferred comparison found by
comparing per student expenditures uncorrected for wages (Minnesota
outspends Mississippi by 78 percent).

The Mississippi and Minnesota example shows that comparisons of
per student expenditures are misleading if relative wage, cost or Income
levels are not factored into the calculation. If we do not know the actual
wage and cost levels necessary to adjust expenditure figures, (which is
frequently the case. particularly In cross-national studies), accurate
comparisons can only be made by examining spending as a percent of
state (or national) income.

III. ARE PURCHASING POWER PARITIES APPROPRIATE FOR
CONVERTING FOREIGN CURRENCIES TO DOLLARS WHEN
COMPARING DIFFERING LEVELS OF EDUCATION RESOURCES
PROVIDED TO STUDENTS?

International comparisons based on per pupil expenditures
necessarily run into another difficulty -- how to translate each country's
spending into a common currency, traditionally the dollar. There are two
means by which this conversion could be accomplished. One way is to
use actual exchange rates. The Department of Education now agrees with
us that this method frequently gives misleading information. The second
method of conversion, currently being championed by the Department, uses
purchasing power parities (PPPs). This process is equally flawed and
should not be used.

As the name suggests. PPPs are hypothetical exchange rates which
are constructed to show what the actual exchange rates would have to be
In order for goods and services to cost the same in every country. These

7
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PPP rates were designed for comparing standards of living across
countrics--how many consumer goods and services people ca;n afford to
buy. PPP exchange rates do not provide a cross-national comparison of
what can be purchased for a given expenditure. They cannot be used to
compare cducatlonal effort nor compare resources provided to students.
PPPs are completely inadequate for the task for which the Department of
Education would use them -- to compare expenditures between countries.

An example will illustrate the diffcrences between comparing teachers'
living standards (using PPPs) and comparing expenditures for educational
services (which cannot be done with PPPs.) In 1985, primary education
teachers' salaries in major cities in the U.S. averaged $26,267. In Tokyo,
primary school teachers received }V3.437 thousand for a nine month school
year.' One could hire a teacher in the U.S. for $26.267 or one could hire
a similar teacher in Japan for V3,437 thousand. To hire equivalent
numbers of primary school teachers, for each dollar spent In the U.S., 131
yen (Y3,437,000/ $26,267) must be spent in Japan. The "exchange rate"
necessary to provide equivalent numbers of primary school teachers is 131
yen to the dollar. This Is in sharp contrast to the 1985 PPP exchange rate
of 222 yen per dollar necessary to equalize teachers' living standards in
each country.

To enjoy equivalent standards of living, a Japanese citizen needs an
income of V222 for every dollar of Income received by a U.S. citizen. So a
Japanese teacher receiving only V131 for every dollar earned in the U.S.
will have a living standard below that of the U.S. teacher.' However, to
hire a teacher In Japan, one need only pay at the Y131 rate, not the Y222
rate. PPP exchange rates tell us about relative living standards among
countries, (determined by the productivity of workers, abundance of
resources such as land and energy, efficiency of markets, etc.), but offer
few Insights into comparisons of resources provided to students.
Remember. the Bush Administration has been linking education spending
and student achievement, so the Issue is the comparative provision of
resources to students.

The Bush Administration's and Department of Education's claims that
we spend lavishly on education can be supported only if &It, we compare
per pupil expenditures without reference to wages, costs or Incomes; and
secondN , use purchasing power parities to convert the expenditures to

8
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dollars. By any other measure the U.S. seriously under-funds educauon
compared to other industrialized nations.

IV. SHOULD THE "OTHER" AND "NOT DISTRIBUTED` CATEGORIES
US i-iUcLUii£ An am 7a-

As explained in our report, UNESCO defines the "other" and "not
distributed" categories to include operating expenses for "special. adult and
other types of education which cannot be classified by level" and
.administration for which there is no breakdown by level of education."
This Is money spent on education, but It Is not specifically assigned to
K-12 or to higher education. These are not insignificant amounts of
money. For some countries, up to 25 percent of all education.spending
falls in these two categories.) The U.S. spends money in these areas, but
when reporting to UNESCO, assigns these expenditures either to K-12 or to
higher education. Therefore, the U.S. lists no expenditures in these two
areas. Omitting these foreign exnenditures from our comiarisons would
have decreased the accuracy of our results. Therefore, as explained in
Appendix A of our report. for each country we ascribe the expenditures In
these two categories to K-12 and higher education in the same proportion
as the rest of the country's operating expenses are distributed.

V. IS THE U.S. EXPENDITURE UNDERSTATED DUE TO UNDER-
COUNTED PRIVATE SPENDING ON EARLY CHILDHOOD
EDUCATION?

We agree with the Department of Education that our study
underreports private spending for pre-primary education. This occurs
because Department of Education data, which we use, under-reports
private pre-primary spending. (U.S. private primary and secondary school
spending Is fully counted.) A more inclusive accounting of all private
spending would raise U.S. expenditures, but only by a small amount.
However, we also omit from our comparisons all private spending abroad
for all levels of education for all countries except Japan. But as we note
in "Shortchanging Educatiop,." these amounts are small compared to total
education expenditures. Arguably, the omitted foreign private expenditures
for K-12 are at least as great as the omitted U.S. private expenditures for

9
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early childhood education. We suspect that including all these additional
expenditures would have little affect on countries' relative spending levels.

CONCLUSION

We agree with the Dcpartment of Education that the Improved use of
existing resources is an important component of any school improvement
regime. However, some desirable education reforms may require spending
more money. Implemcntation of beneficial changes should not be opposed
based on the mistaken notion that the U.S. already spends more than
most other industrialized countries on K-12 education. In fact, the U.S.
spends less than all our major competitors.

10
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1. Speech before the National Conference of State Legislators State-FederalAssembly. December 14, 1989, Washington D.C.
2. Organisation for Economic Co-operation and Development. 1989.Educaton In OECD Countries, 1986-87, Paris: OECD.

3. Barro, Steven M. and Larry Suter. 1988. InternatIonal Comparisons ofTeachers Salarics. Washington, D.C.: National Center for EducationStatistics, U.S. Department of Education. (To compare teachers' annualpay, we must first equalize the length of the work year. The school yearis 243 days in Japan and 180 days in the U.S. If Japanese teachersworked 180 days each year instead of 243. they would receive only180/243 or 74 percent of their usual pay of V4.644 thousand, or Y3,437thousand.)

4. This Is not to Imply that U.S. teachers are highly paid compared to theircounterparts abroad. Teachers In the U.S. receive a smaller percentageof per capita national Income than do teachers In other Industrializedcountries. The standard of living of U.S. teachers compared to theaverage U.S. resident, is lower than for teachers In most otherIndustrialized countries (see Barro and Suter).
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Representative HAMILTON. The Chair calls on Congressman
Obey, because he has not had an opportunity to question yet.

Congressman Obey.
Representative OBEY. Thank you, Mr. Chairman.
Mr. Boskin, I would like to ask a couple of questions about the

impact on the economy of what may or may not be a peace divi-
dend, and what may or may not be a significant reduction in mili-
tary spending.

I have read several comments from a number of congressional
sources who have complained loudly that the defense budget this
year is more a product of immediate spending considerations and
the need to cut the military budget and things like that, than it is
a reflection of our long-term strategic planning.

I would like to ask you, in your judgment, what is the proper
role for economic variables, such as inflation, interest rates, pro-
ductivity and savings, in decisions about our defense budget? Do
you think it is legitimate to take inflation or recession, or other
economic factors, into account, in setting military spending? Or,
should we simply look at what is seen as a national security need,
irrespective of other factors?

Mr. BoSKIN. I think the primary determinant ought to be our na-
tional security needs. In understanding that, obviously, the likely
course of inflation will affect what the Defense Department will
need to purchase, because that will affect purchasing power. The
state of the economy may affect the wage scale for the volunteer
army, and things of that sort.

But if the argument is that we ought to be moving defense
spending up or down to deal with short-term, cyclical conditions in
the economy, I think that's not wise. Spending ought to be set on a
long-term strategic basis.

Obviously, in the current situation, where there have been very
remarkable, perhaps unprecedented changes occurring very, very
rapidly-and no one can be sure how and when that will settle
down-it is not an easy thing for Dick Cheney and his people. But
they are doing the best they can under the circumstances.

Representative OBEY. Let me ask you this. If we had the same
reduction in military spending that we had after the Vietnam war,
in terms of the same percentage of GNP reduction, by 1994 our
military budget would be cut by about $130 billion. I have no idea
whether that is likely to occur. I personally hope it does.

I guess my instinct is that it is probably not going to, given the
way this town works. But what I would ask you is this. Can you
tell me whether there have been discussions within the administra-
tion that you have been involved in, discussions about the proper
role of the Federal Government in assisting communities which
have been economically impacted by military spending reductions,
either through the loss of bases or through loss of major military
contracts?

Mr. BOSKIN. There certainly has been some discussion about
what has been the impact of previous base closings and things of
that sort, and the extent to which those bases have been converted
into things like civilian airports and other types of things.

I think that the evidence is that, generically, so long as it is done
prudently with some warning, that the impact on the overall econ-
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omy is likely to be transient. And the economy can probably absorbany sensible adjustment in the military budget.
Specific communities, obviously, differ a great amount in theirdetails, but there have been a variety of situations where the com-munity, after a period of transition, has successfully utilized themilitarv hasps for Pvervthin y from Rrhonlh to civilian airnort.q.
Representative OBEY. Can I ask you what you think the properroie of the Federai Government is in deaiing with the impact orthat change on local communities and economies? Do you thinkthat it is appropriate to provide direct adjustment assistance in sit-uations like this? Or, do you think that we ought to let the marketdetermine what happens in situations like this?
Mr. BOSKIN. I would primarily rely on the adaptive capabilitiesof the market. We do have in place a variety of adjustment pro-grams, for example, unemployment insurance, for people who areworking in the private sectors servicing and supplying the militarybase and who are temporarily unemployed and things of that sort.Representative OBEY. That will give people cash assistance forthe short term, but it will not help redirect the community interms of its employment opportunities, and it will not help retrainworkers who may have to go into another line of work.
I am not trying to argue with your views. I would just like toknow what your views are, in terms of whether you think it is ap-propriate for the Government, the National Government, to get di-rectly involved in eliminating some of the shock that occurs.
Mr. BOSKIN. In addition to the things that are already there, Ithink any additional measures that might be designed would haveto pass an appropriate cost-benefit test, rather than just be a subsi-dy for a particular region.
I do understand that there can in some cases be substantial re-gional disruptions that will occur for some time, but I think that ingeneral what has occurred in the past has been a fairly smoothtransition to a civilian domestic base.
Representative OBEY. When Chrysler closed a plant in Kenosha,Wisconsin, the district of the chairman of the Armed Services Com-mittee, the Chrysler Corp. pledged to do what it could to move thecommunity into different lines of work, and to help with worker re-training.
I am trying to get at whether or not you feel that the FederalGovernment has a specific obligation to do the same, or whetheryou think that primarily the Feds ought to just worry about thenational economy, and let market forces eventually reach newequilibriums.
Mr. BOSKIN. Primarily, the latter. But there is a role for the De-fense Department to make the transition as smooth as possible. Ithink they have tried to do that in the past.
Representative OBEY. What I think I hear you saying is thatthere is no urgent need for the Federal Government to concernitself with additional efforts beyond the routine to assist the localgovernments. I want to suggest what I think that attitute sug-gests-I think it is going to result in is a disinclination of a lot ofcommunities to cooperate in the process of decreasing militaryspending.
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I think that if the Federal Government does not recognize that
we have a significant need for conversion or reconversion planning
at the local level, you are going to create a built-in political resist-
ance to saving money that could otherwise occur.

Mr. BOSKIN. I appreciate your perspective, and I will take it back
to Secretary Cheney and the President. I do know that the Defense
Department, as I said, has tried to ease the transition when they
have done analogous things in the past.

Representative OBEY. What I am suggesting is that I do not see
much, frankly, by way of conversion planning being encouraged or
supported by the Federal Government. In part, I suppose that is be-
cause what has happened in Eastern Europe and the Soviet Union
has happened so fast that people have not thought that there was
going to be a need for it.

But nonetheless, don't you really think that there is a need for
accelerated efforts on the part of the Federal Government, lest we
miss an opportunity to save a lot of dollars?

Mr. BOSKIN. I do think that whatever reduction is possible in
light of our national security needs should be done in a manner
that is effective and is cost conscious and a smooth transition, in
the event that these base closings or other things impact particular
local communities. That is one aspect of it. I agree with that.

Representative OBEY. One last question. I happen to agree with
Congressman Hawkins' interpretation of which evaluation of edu-
cation spending is most legitimate. Let's discard that for a moment.

The Federal Government has, since 1980, dumped off about $10
billion of the cost of elementary and secondary education onto
State and local governments. We have shifted that much back to
the State and local governments.

I have almost given up on the ability of the Congress to force the
administration into significant new investments in education at the
Federal level. I think that whatever improvements in education
come are primarily going to be at the local level.

So I would ask you, what would be wrong, economically, with the
Federal Government simply taking a piece of the so-called "peace
dividend," however large it becomes, and saying, "We are going to
return to the local units of government $10 billion that the Federal
Government stole from the local units during the 1980's. We will
return it, provided that they only use if for property tax relief," so
that you reduce the local community anger which has been direct-
ed at schools as the Federal Government has walked away from its
responsibilities to support elementary and secondary education.

What would be wrong if we did that, provided only that States
had in place their own programs to evaluate the programs in each
and every school?

Mr. BOSKIN. I applaud your concern about education and the in-
creased performance evaluations, but I do not have the budget fig-
ures before me, and I certainly would not use the phrase "stole."
Historically, in the United States this certainly has been a primary
responsibility at the elementary and secondary level of State and
local governments.

The Federal Government's role has been, has always been,
modest in elementary and secondary education.

Representative OBEY. A lot more modest than it used to be.
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Mr. BOSKIN. Well, perhaps. Our view certainly is that, working
with the Nation's Governors, we can set national performance
goals and standards, and develop some criteria. We do believe theprimary financing ought to be for elementary and secondary
schools in our fiscal Federal system.

RVFrCS... ==Z 1 Um1Y. xVo!ld y n eenuthinpy wrong with saving
we are going to take $10 billion of that and dedicate it to propertytax reduction at the local level, so that local units of government
can try to meet up with the demand to support education that isgoing to be needed?

Mr. BOSKIN. I believe, and I believe that the President believes,that the primary result of any peace dividend would be to decrease
the budget deficit to reduce the drain that the Federal Government
has on the Nation's saving pool to make more funds available tofinance investment.

That would also lower interest rates for local governments, forexample, that might wish to finance school expansion.
Representative OBEY. I am sorry, Mr. Chairman, for exceedingmy time, but just one comment.
It would seem to me that since local governments, or local tax-payers more accurately, help finance the military buildup byhaving to endure an increase in the property tax to support educa-tion, it would seem to me that now that the requirements of themilitary buildup have evaporated, that they ought to get some kindof a repayment for past deficits.
Mr. BOSKIN. I appreciate your viewpoint, even if I do not agreewith it, sir.
Representative HAMILTON. Congressman Upton.
Representative UPTON. I will make my questions brief.
Mr. Boskin, to repeat my question just briefly that I asked Mr.Schmalensee earlier, based on Secretary Brady's response lastweek with regard to the family savings plan, what is going to bethe economic lure to get people to participate versus the old IRAthat was around prior to 1986?
Mr. BOSKIN. The major concern that many people had with theIRA was that you had to tie funds up until retirement. And if youlook at the history of who contributed to IRS's, the median partici-

pants were their 50's and were close to the age, 59l/2 when
they could get their money out.

I think one of the concerns that many people have is that young-er people, people in their 20's and 30's, are saving a much lower
share of their income than their parents did at the same age. So itis our view that by having something that is quite a bit more
liquid-you only have to tie your funds up for a few years rather
than all the way to retirement-that there would be a big advan-tage to some families in doing so.

Representative UPTON. As you indicated in your report, the defi-cit as a percentage of GNP has dropped-5.3 percent in 1986, 0.9percent in 1989. This year it will continue the downward curve. AsI recall, the President's budget called for a deficit in the range ofabout 1 percent as a percent of GNP for 1991. The economy, howev-er, I think all of us would agree, has begun to slow, reflected inyour numbers as well as others.
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Should we be less concerned about the size of the fiscal deficit as
opposed to a year ago, if the economy continues to slow, and it
needs some type of stimulus? What would be your recommendation
for the appropriate fiscal and monetary policy this government
should pursue to get us back on track?

Mr. BoSKIN. First of all, while the economy is going more slowly,
we do expect it to rebound as 1990 progresses. We think the first
quarter will be more sluggish, and we will get stronger growth as
the economy continues.

Fiscal policy, fiscal stimulus has proved to be a pretty unwieldy
tool. We do not even really know exactly what went on in the
fourth quarter, and we revised those data. You have lags in getting
accurate information. Typically, for example, a post-World War II
recession has lasted several quarters. So when you try to get a
fiscal stimulus, a traditional fiscal stimulus underway, the reces-
sion may be over by the time you could do it and get it through
Congress.

So we believe that, on the fiscal side, it is cumbersome, as we
said earlier. Trying to fine tune the economy in that sense does not
make a whole lot of sense. We do not believe that, because no apoc-
alyptic event followed the large budget deficits in the 1980's, that
that is any reason to be lulled into complacency. Many people pre-
dicted that this would cause a huge increase of inflation, or a sharp
recession. Some of the same people predicted both would occur at
different times in the 1980's.

Because neither of those events has occurred, in my view this is
no reason for us to relax. The major problem with the large budget
deficits is that they drain a very scarce supply of private saving in
our economy. The effects of that are cumulative, and I think it is
very, very important that we continue to make steady progress
along the lines of the Gramm-Rudman-Hollings targets in reducing
the budget deficits.

I would be very much opposed to any attempt to-and would so
recommend, that the President veto any attempt to suspend the
Gramm-Rudman-Hollings targets, if the first quarter proved to be
under 1 percent growth and we had two quarters under 1 percent
growth. That provision in the Gramm-Rudman law is there to pre-
vent superimposing a contraction, a fiscal contraction, on a down-
turn, and worsening it. And I think it is a sensible provision for
that reason.

We are talking about fiscal year 1991, which does not even start
until next October, and on through to the following September.
And unless we're in a downturn that we expect to last for a very
long time, I think it would be unwise to do that.

If you were not expecting the economy to rebound as the year
progressed, then maybe it would be a cause to redouble the efforts
on the fiscal side to give monetary policy a little elbow room to pro-
vide stimulus without igniting inflation. That would be the mix
that I would come up with. But only if one thought the economy
was going to be very sluggish for a long period of time, which is
definitely not what we expect.

Representative HAMILTON. Senator Sarbanes.
Senator SARBANES. Mr. Boskin, I am very interested in the work

you are doing in the statistical field, as you know.
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Mr. BOSKIN. We have been honored that you have taken that in-terest. It is enormously important.
Senator SARBANES. I understand we are going to schedule a hear-

ing specifically for that purpose. So I will forbear from asking any
questions in that area this morning. But when that occasion comes,I look forward to the opportunity to hear about the work of the
working gruup LhiAi yu leaded up, and take a tcok at .-hati rnot. in t.hi hudget, what your Droblems mav have been with OMB,
and so forth.

Representative HAMILTON. We appreciate Mr. Boskin's willing-
ness to come back and testify on that separately.

Mr. BOSKIN. Certainly.
Senator SARBANES. Would you say that the budget deficit is thebiggest instance of dissaving that is going on in the economy?

When we talk about trying to increase savings, would you put first
on the list trying to get down the budget deficit?

Mr. BOSKIN. Yes. Let me be quite clear on that. If one looks atthe national savings rate-of households, businesses, and all gov-
ernment units-what they saved in the 1980's relative to previous
decades, a large part of the decline has resulted from the decline inprivate savings, particularly if you look at net savings.

Gross business savings are about flat, but depreciation is up.Household saving has risen recently, but still is below historical
norms. But a large part of the decline results from Federal budget
deficits.

The surest way to raise national savings, because we know lessabout our ability to enhance private saving, especially in a manner
that would not simultaneously worsen the budget deficit, is tolower the budget deficit.

Senator SARBANES. There are various proposals, and the adminis-tration made some, to try to increase private savings-to stimulate
private savings, to induce them, to provide incentives for them-
and usually through the use of the Tax Code in some way or an-other.

But that costs money to do and, therefore, you increase thepublic deficit in this effort to encourage private savings. Now, whatis your view, when those two come into conflict with one another?
I take it from what you have just said that, given the primacy

you have given to reducing the budget deficit, you would have thatprevail over proposals to raise private savings, which would ineffect cost money and add to the overall deficit.
Mr. BOSKIN. In general, that is correct. We were very careful, forexample, in developing the family savings accounts, to be veryaware of the revenue that that would lose, and to make sure thatprivate savings would increase more than public dissavings. And

Congressman Upton has left, but that is one of the reasons we arevery chary of going back to a front-loaded, tax-deductible IRA,which would lose a lot of revenue up front and worsen the budgetdeficit.
The family savings account, of course, does not lose you anything

up front. It loses the tax on the inside buildup as you go aheadthrough time. So we believe that it was designed with exactly theconcern you raised in indiid, and that is why we moved to this more
back-loaded system.



278

Senator SARBANES. You score the capital gains tax cut as produc-
ing revenue. It is a wonderful world that we live in, when you give
a tax cut, and at the same time you get more revenues out of it,
and therefore you can either reduce the deficit or fund these pro-
grams. It is just marvelous.

And I do not want to argue--
Mr. BOSKIN. The Joint Tax Committee, also, in the short run

scores it that way as well.
Senator SARBANES. Right, but not in the long run.
Mr. BOSKIN. That is correct.
Senator SARBANES. OK. Now, suppose it did not even get scored

that way in the short run. Would you still be for it?
Mr. BOSKIN. Yes. I believe that it is not--
Senator SARBANES. You would then be for it, even if it added to

the deficit?
Mr. BOSKIN. No, that depends on how much it would add. I just

think that the longrun beneficial effects of encouraging greater en-
trepreneurial activity enhance risk taking in investment, and the
longrun benefits--

Senator SARBANES. Now, let's look at that. That in a sense is
what Secretary Brady said, that the main point of the capital gains
tax cut is to reduce the cost of capital. Is that correct? Do you sub-
scribe to that point of view?

Mr. BOSKIN. Yes. We have talked about it many times, yes.
Senator SARBANES. All right. Now, how much of the capital that

is made available to corporations is raised by debt, rather than
equity, and therefore not subject to capital gains taxation?

Mr. BOSKIN. Corporations rely somewhere between 35 and 40 per-
cent on debt, and about 60 percent on equity.

Senator SARBANES. And how much of corporate equity is held by
institutions not subject to capital gains taxation?

Mr. BOSKIN. A fair amount. But let me--
Senator SARBANES. Half?
Mr. BOSKIN. I do not have the number specifically before me, but

I would say--
Senator SARBANES. Would you think the number half is in the

ball park?
Mr. BOSKIN. It is a large fraction. It might be one-third, it might

be half. It might be outside that range. But it is certainly a large
fraction.

Senator SARBANES. All right. So that brings us down now to
where we are at 30 percent of the capital to corporations that
would be conceivably touched by the capital gains tax. Is that
right?

Mr. BOSKIN. Well, you cannot just-the money is fungible. So if
we are affecting the willingness of people to supply funds, even if it
has its direct impact on a third or half of the funds, it will lower
the overall cost of capital as rates of return are equalized.

But more important I think is that the small, new, growing busi-
nesses do not have the same kind of access, either to equity or debt
markets, as established corporations. I think many people in the
small business community and others believe that this is particu-
larly important because the. investments.Athere. are disproportion-
ately weighted-to- the- potential for-increases in the value of the
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businesses, and these firms do not have the same kind of access to
bank lending at the prime rate plus a half, or whatever it happens
to be.

So I think that is part of the equation as well, sir.
Senator SARBANES. Well, now, you know, Venture Capital Jour-

..al says that 9a Trernt nf th. np:w commitments to venture cap-
ital funds in 1986, when you still had a capital gains tax, came
from entities other than individuai and families WILo benefited
from the exclusion.

And after the capital gains exclusion was repealed in 1987, Ven-
ture Capital Journal said that they set a new record for funds
raised.

Mr. BOSKIN. I do not dispute those--
Senator SARBANES. And that was without the capital gains exclu-

sion.
Mr. BOSKIN. I do not dispute those figures at all: I think the busi-

nesses I am talking about are really much smaller, well before aventure capitalist would ever get interested. We are really talking
about the very beginning of this.

Senator SARBANES. Yours are businesses that have traditionally
relied on borrowed capital.

Mr. BOSKIN. Borrowed, or giving equity well before you come to
the first--

Senator SARBANES. Let me proceed along the line I was following,
because we are now down to where 30 percent, only 30 percent of
what went in, might be affected.

How much of asset appreciation in the household sector is held
until death, in part to avoid any capital gains tax whatever?

Mr. BOSKIN. I do not have that number before me. I will behappy to get it for you, unless you have it in front of you.
Senator SARBANES. Do you think that a 30-percent exclusion willinduce many households to forgo the 100-percent exclusion that

they realize at death?
Mr. BOSKIN. Some sizable fraction. Especially for those who are

not close to death. I think that it will vary by the age and the com-
position and so on. They may not do their entire--

Senator SARBANES. What fraction?
Mr. BOSKIN. I have not done an analysis of that. Certainly, I be-

lieve it is some sizable fraction. I really have not done an analysis,
so I would not want to make any imprudent judgment.

Senator SARBANES. Well, if it were half, that would get us down
to 15 percent of what goes in that would be affected by this.

Let me ask you this question. Do you think that the size of the
budget deficit has an impact on interest rates?

Mr. BOSKIN. Certainly.
Senator SARBANES. And that if we lowered the deficit, you could

expect that interest rates would be lowered?
Mr. BOSKIN. Yes. Especially if that was also construed as a signal

that future deficits would also be lower.
Senator SARBANES. How much would interest rates have to fall togive the same reduction to the cost of capital as a 30-percent cap-

ital gains exclusion?
Mr. BOSKIN. A small amount.
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Senator SARBANES. Am I correct that it would have to fall only
five-hundredths of 1 percent?

Mr. BOSKIN. I was about to say probably 10 basis points, or some-
thing like that, 15.

Senator SARBANES. So that a drop in interest rates from 8 per-
cent to 7.95 percent, would give you the same reduction of the cost
of capital as a 30-percent capital gains exclusion?

Mr. BoSKIN. I do not have those numbers before me. But it would
be a modest reduction in interest rates. I do not know if it is as
small as you are suggesting, but it would be small.

But also, again, we are talking about, in our view, a lot of poten-
tial innovation that would not have access to traditional capital
markets borrowing at prime, or whatever. Prime plus.

Senator SARBANES. How often do you meet with the President?
Mr. BOSKIN. Frequently. Some weeks, a couple of times a day.

Sometimes, not for a week or two, depending on his schedule and
mine. Sometimes, by myself, sometimes with other chief economic
advisers, sometimes in Cabinet council meetings.

Senator SARBANES. Now, past Chairmen of the Council have
talked or written about their role or responsibilities to in effect be
educators to the President and the entire administration on eco-
nomic issues. What issues, what economic issues, do you see your-
self as being an educator on?

Mr. BOSKIN. We have tried to do that on a broad range of issues
at the Council, and in my own personal interaction with the Presi-
dent and the rest of the Cabinet, ranging from cost-effective ways
of dealing with environmental problems, to macroeconomic issues.

Senator SARBANES. I just want to touch on your forecast, very
quickly.

Mr. BOSKIN. Good, I thought that we would spend more time on
that.

Senator SARBANES. You did not want the morning to go without
having that happen.

Mr. BOSKIN. Couldn't dream of it.
Representative HAMILTON. If you did not touch on it, I was going

to, Senator.
Senator SARBANES. I have probably used my time.
Representative HAMILTON. Oh, go ahead. No, go ahead, you are

doing very well. [Laughter.]
Senator SARBANES. Your forecast on growth is pretty optimistic

compared with other forecasters, right?
Mr. BOSKIN. I think, first of all, you have to define what you

mean by "compared to other forecasters." Our administration pro-
jections are a consistent package with the budget proposals, so they
are conditional on the enactment of the budget proposals. For ex-
ample, the strong fiscal discipline, strengthening Gramm-Rudman,
the commitment to reduce the national debt after 1993, we would
expect that, for example, to have very favorable expectational im-
pacts on interest rates.

Senator SARBANES. How do you build that into your forecast for
1990, when that will not happen until the last quarter of 1990?

Mr. BOSKIN. Well, first of all, the biggest impact is in 1991. But
also, to the extent this occurs and becomes known, it will have an



281

effect early on. You will not have to wait until it actually tran-spires.
Senator SARBANES. No, but you will not know that until late in1990.
Mr. BOSKIN. But coming back to the short term-yes, that is whywe have an impact, a substantial reduction in interest rates, an ad-ditional reduction, in 1991.
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Senator SARBANES. What is the Blue Chip forecast?
Mr. BOSKIN. The Blue Chip average is, I think, 1.8 percent.
Senator SARBANES. 1.8 percent.
Mr. BOSKIN. 1.8 percent.
Senator SARBANES. Yours is 2.6 percent, correct?
Mr. BOSKIN. On a fourth-over-fourth basis, 2.4 percent.
Senator SARBANES. You are 50 percent higher.
Mr. BOSKIN. Not quite, on a fourth-over-fourth basis. But acouple of other perspectives on it, if I may, Senator. Our forecast isthat this year will be 80 percent of an average postwar year. On ayear-over-year basis, we are projecting this year will have modestgrowth, but less than any year since the expansion began.
And for what it is worth, we were more accurate than each andevery one of the 52 private, Blue Chip forecasters for 1989, not justthe average, but each and every one of them. I hope we might havea year--
Representative HAMILTON. May I interrupt there?
Your forecast that you continually referred to as being more ac-curate was in fact made in July 1989.
Mr. BOSKIN. And compared to the Blue Chip forecasters it--
Representative HAMILTON. But an economic forecast made for1989 in the middle of 1989 is not really very helpful to the budgetprocess up here. It gives you a very substantial advantage over theforecasters who are forecasting in the end of 1988.
Mr. BOSKIN. The comparison was made to the same people's fore-cast in July 1989.
Representative HAMILTON. You accepted the Reagan forecast foryour budget proposals last year. And those assumptions were ex-traordinarily optimistic, too optimistic in almost every regard.
Mr. BOSKIN. I would agree that they are optimistic.
Representative HAMILTON. You accepted those when you cameinto office. And then, in the middle of 1989, you changed your fore-cast, as all forecasters do. You made a new forecast. And that fore-cast, made in the middle of 1989, turned out to be accurate. Butthat is not the forecast that you used for submission of the budget.
Mr. BOSKIN. To be accurate, Mr. Chairman, we never submitted abudget. We had a difficult choice to make. We could have waiteduntil about April, and gone through the time-consuming process ofdeveloping a full forecast and what is involved in pricing every-thing out. Or, we could go basically with the Reagan forecast,which I agree was optimistic, in order to get the President's propos-als quickly before the Congress and before the Nation.
Representative HAMILTON. My point, Mr. Boskin, is that you re-peatedly say that the administration's July 1989 forecast was notonly accurate, which it was, but that it was more accurate than the~private forecasters. That is true. But what you do not say, when
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you have said that, is that that forecast was made in the middle of
1989.

Mr. BOSKIN. As were the forecasts that we are comparing them
to.

Representative HAMILTON. I do not think so.
Mr. BOSKIN. I am correct on this, Mr. Chairman, please. These

comparisons were made-each of the private, Blue Chip forecasters
does this monthly. Our midsession review forecast which was re-
leased in July was compared to their July forecast, not to the fore-
cast at the beginning of the year.

I am sorry if I did not state that clearly in my testimony.
Senator SARBANES. But the essential point here is that it is your

forecast now that builds into the budget process.
Mr. BOSKIN. Sure, the early part of it.
Senator SARBANES. Your revision last summer worsened the defi-

cit projections.
Mr. BOSKIN. Yes.
Senator SARBANES. And helped to lead to sequestration. And

there is a concern of whether we are not going down the same path
again. In other words, you provide this rosy picture now, and then
that becomes built into the budget process. And then, you come
back in August and you give a very realistic forecast.

I am looking at the Council's own little statement, which comes
here at the end of the report.

Mr. BOSKIN. The activities.
Senator SARBANES. Yes, And there is a lot of self-congratulation

in here, on page 270. Although you, yourself, make the point, "The
forecasts made in the spring serve as the official economic assump-
tions for the Gramm-Rudman-Hollings baseline for the following
fiscal year."

Now, if you give us very optimistic forecasts, and those are incor-
porated into the budget process, and then you come back in the
summer and give a very realistic one, you automatically, as a con-
sequence of that, boost the deficit and heighten the chances of se-
questration; do you not?

Mr. BOSKIN. If that were the case--
Senator SARBANES. Isn't that the automatic effect?
Mr. BoSKIN. Let me put it this way. If there is a midsession fore-

cast that projects a larger deficit, that certainly would have that
effect. But what I would object to is the characterization of this as
"rosy," and what happens subsequently as "realistic."

There are lots of other bases to compare to. And again, let me
just say that there is no intention to be rosy. There are many pri-
vate forecasters that expect the year to be stronger than we do.

Representative HAMILTON. May I interrupt you there? I am not
sure that I heard you. There are many forecasters who expect--

Mr. BOSKIN. In the Blue Chip, we are about at the 80th percent-
ile on real growth.

Representative HAMILTON. For which year?
Mr. BoSKIN. 1990.
Representative HAMILTON. And 1991?
Mr. BOSKIN. I do not have those numbers in front of me. The

economy may not do as well as we expect. We could do better. For
the first time we lay out the alternatives and show the sensitivity,
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rather than the traditional table that says that, if interest ratesare a percentage point higher--
Senator SARBANES. If you were projecting higher real growth,what would you assume would happen to interest rates and infla-tion? Would you not expect both of them to be higher?
Mr. BOSKIN. It would depend on the state of the economy, andwhat was causing the higher growth.

nattla'. G.-SABOANLS. 'A s-U are 7iGt si-G'ule- Buy tue ram, tuna, tlC
Blue Chip forecasts that project real growth up in the range whereyou are, carry with that higher predictions on both interest ratesand inflation than you do?

Mr. BOSKIN. I am not particularly troubled--
Senator SARBANES. I have two questions. One is, you are project-ing more real growth than others. You can say that we see it dif-ferently. They may prove right, they may prove wrong. Thesethings are not guaranteed.
But then, there is not an inherent logic to it, because the otherswho are predicting your levels predict higher inflation and higherinterest rates. You have it all worked out to a nice scenario, be-cause you predict higher growth. And at the same time, you don'tcarry with that higher growth either the interest rates or the infla-

tion.
Which is nice. You have high growth, low interest rates, and lowinflation.
Mr. BOSKIN. Let me say two things about that, and see if Mr.Taylor would like to make a comment. First of all, there are somepeople who predict higher growth, whose interest rates are atabout the same place ours are.
Representative HAMILTON. Would you give us their names,please?
Mr. TAYLOR. On the Blue Chip, there are forecasters who are for-casting growth around the same level we are or slightly higher,whose forecasts of inflation are comparable.
Representative HAMILTON. And interest rates?
Mr. TAYLOR. Interest rates, also.
Representative HAMILTON. Is there any forecaster who is predict-ing a 21/2 point decline in the 3-month T-bill rates by 1990 in com-bination with strong growth this year and next, which you are

doing?
Mr. TAYLOR. Mr. Chairman--
Representative HAMILTON. Is there any such forecaster?
Mr. TAYLOR. There may well be, and I believe that there are.
Representative HAMILTON. You cannot furnish me the name ofone?
Mr. BOSKIN. We will get back to you.
Let me state one additional point. On long-term interest rates,the private forecasters are forecasting corporate bonds, not 10-yearTreasury's. So you have to subtract about 11/2 points from whatthey are doing, taking account of the historical differences.
Senator SARBANES. What is your assumption on short-term inter-est rates in your forecast? Is it 5.4 percent? Is that correct?
Mr. BOSKIN. That is 2 years. This year is 6.7 percent.
Senatur SARBANES. it is 5.4 percent for i991i
Mr. BOSKIN. That is right.
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Senator SARBANES. I understand that there is not one forecaster
who expects short-term interest rates to come in below 6 percent
next year, not one. Is that correct?

Mr. BOSKIN. That may be-I do not have that with me. But do
not forget, this is conditional on the very strong fiscal discipline in
the President's message. On the President's proposals, I would
assume that those people would assign some probability higher
than zero to the prospect that the President's proposals will not be
enacted.

Mr. TAYLOR. All of those forecasts project fiscal deficits substan-
tially higher than what we are projecting in the budget. Any eco-
nomic analysis would predict that interest rates would be higher as
a result of the higher Federal deficits they are predicting.

Senator SARBANES. Is that because they use the CBO assump-
tions, and start with $138 billion, instead of your assumptions at
$100 billion? Or, is it that they put savings and loans on budget? I
was interested in that point.

Mr. Chairman, I know I have overused my time.
Representative HAMILTON. Go right ahead.
Senator SARBANES. When you make the statement in your report

about the reduction of deficit as a percent of GNP, how do you
treat the money for the savings and loan bailout?

Mr. BOSKIN. As required under Gramm-Rudman.
You mentioned CBO. I might mention, since that is often a group

with which we are compared, I have a very great regard for the
professionalism of the CBO, which I believe at least some people at
CBO share with the CEA.

And it is just instructive I think to recall the CBO's forecasting
record. They have been too low on economic growth the last 3
years, they have been too low on inflation the last 3 years. They
have been too high on interest rates in the last 9 years.

So I think that this emphasizes, with my deep regard for their
professionalism, that economic forecasting is a very inexact science.
And we are trying to highlight that by providing three different
paths. And every time I have ever discussed the forecast, I stress
that we should pay as much attention to the potential variances as
to the point estimate.

Representative HAMILTON. The problem, Mr. Boskin, on these op-
timistic forecasts is that it gets the whole budget process off to a
kind of difficult start. You come in with a very optimistic but de-
fensible forecast. And I think, even by your acknowledgment, it is
at the high range of the various forecasts that are out there.

Mr. BOSKIN. Certainly.
Representative HAMILTON. The Congress adopts that, because if

we come in with a lower forecast, then we have to cut spending
more, or increase taxes more. So the whole budget process then is
driven by optimistic assumptions. And it just makes the budget
process much more difficult.

So, I wonder whether the Nation ought to base its economic
policy and its discussion of the budget on these very optimistic fore-
casts, and whether or not in the end the result of all of that is that
we fool ourselves and end up with a deficit much higher than any
of us think is advisable, because all of our decisions with regard to
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the budget have been made on the basis of very optimistic fore-
casts.

Mr. BOSKIN. If I may briefly respond to that, I certainly share
your concern about reducing the budget deficit. Let's take the con-
verse of that in the extreme. Suppose the economy were doing very
puorly anku wa ii a dv-itnt . IVC c^4a-n,, .- ^euM nnt. wnnt. fn Qii-
nerimnnse a more draconian deficit reduction. That is why there is
the escape clause in Gramm-Rudman. As you may believe--

Representative HAMILTON. That is not the alternative. The alter-
native is to come in with economic assumptions that are neither
highly optimistic or highly pessimistic, but realistic or prudent.

The question I am raising is, is it a wise thing for this nation to
develop its budget policy, both in the executive and the legislative
branch, on the basis of very optimistic economic assumptions? Is
that the prudent thing for us to do as a nation?

Mr. BOSKIN. I would not characterize our estimates and projec-
tions as "very optimistic." Under my definition of "very optimis-
tic," I would agree that that is unwise, and I think that there were
some cases in the past where that had been done.

But I think it would be equally misleading to have the economic
projections in an inconsistent package with the budget proposals. It
would lead to a circularity. So I think you have to understand that.

I would certainly agree with--
Senator SARBANES. I missed that statement. What was that state-

ment? To have what?
Mr. BOSKIN. To have the economic projections be inconsistent

with the President's budget proposals. They have to be consistent.
Senator SARBANES. Well, shouldn't the budget be consistent with

the economic projections?
Mr. BOSKIN. They are. They have to be consistent with each

other.
Senator SARBANES. Well, I know. But which goes first here?
Mr. BOSKIN. Well, they have to go together. If you believe, as you

have said yourself, sir, that the budget deficit affects the economy,
then clearly they have to be done simultaneously. They have to
interact with one another. You could not make an economic projec-
tion not having any idea of what the proposals would do to the
budget deficit, and conversely. So that is why they are done as a
consistent package.

Representative HAMILTON. Let me ask you specifically-excuse
me, Senator--

Senator SARBANES. I am fine.
Representative HAMILTON. Just on one specific item in the fore-

cast. You are very high on corporate profits. How do you figure
that? You come in with corporate profits rising to $360 billion in
1990, while the Blue Chip consensus I think projects a decline. You
see a real sudden spurt of profits coming along.

Mr. BOSKIN. Well, let me highlight a few things. First of all, prof-
its plummeted heavily because of the earthquake and Hurricane
Hugo, so there is automatically going to be a rebound unless there
are disasters that occur again.

Second of all, the fact that we anticipate grow~th to be _h____er-

Representative HAMILTON. Did the private forecasters just miss
that?

29-868 0 - go - 10
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Mr. BOSKIN. I am going over the reasons that we have projected
what we have projected. I am not sure what each private forecaster
has done.

Representative HAMILTON. I am kind of surprised that they
would not figure that out, too.

Mr. BOSKIN. Well, I am not saying they have not. You asked me
why we have our forecast, and I am trying to give it to you. We
have stronger growth, and typically, profits would respond quickly
to that kind of growth. We believe that inflation expectations will
be contained, and hence wage pressure which would squeeze profit
margins will be contained. We expect inflationary expectations to
be damped as we move through the next 12 months, in part be-
cause of the fiscal discipline the President is proposing and the
tightening of Gramm-Rudman restrictions. And that also--

Representative HAMILTON. You do acknowledge that your profit
projection--

Mr. BOSKIN. Let me-may I finish, sir, please?
Representative HAMILTON. Certainly. But you acknowledge that

your profit projection is the highest of any of the forecasters?
Mr. BOSKIN. I have not looked item by item, but I would not be

surprised. Because also, if interest rates are falling, then interest
costs will be falling, and it is actually the total return to capital
that is basically determined in this system. And therefore, the shift
between interest and profits would change.

So all of those are reasons why this occurs.
Representative HAMILTON. May I ask, do you favor lowering in-

terest rates under present circumstances?
Mr. BOSKIN. Lowering interest rates?
Representative HAMILTON. Yes.
Mr. BOSKIN. I am not sure exactly what you mean by that. I do

not control interest rates. Anybody would like, other things being
equal, interest rates to be lower rather than higher. I think the
President made it clear. I mean everybody would.

But are you asking, do I believe the Federal Reserve should be
making policy? Is that what you are trying to ask?

Representative HAMILTON. Yes, that is correct. Under present
circumstances, do you favor lower interest rates, does the adminis-
tration?

Mr. BOSKIN. Under present circumstances, I believe the Federal
Reserve should be looking to what is expected to happen to the
economy. And if their forecast is that the economy is going to be
very sluggish, then I believe that there is room for interest rates to
fall. If they believe that the economy is--

Representative HAMILTON. I am not asking you about what the
Federal Reserve believes. I am asking about what you believe. Does
the administration, under present circumstances, favor lower inter-
est rates?

Mr. BoSKIN. The administration, as I have tried to say, favors an
independent Federal Reserve, looking at the expected future of the
economy and designing monetary policy to maximize longrun
growth without accelerating inflation.

Representative HAMILTON. So you believe that the interest rates
ought to be whatever the Federal Reserve sets them to be?
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Mr. BOSKIN. Unless we had a major disagreement about the
likely course of the economy, sure.

Representative HAMILTON. Well, why did the President's press
secretary call upon the Fed to lower interest rates?

Mr. BOSKIN. I cannot give you an explanation of the press secre-
tarv's comment.

Representative HAMILTON. Does the press secretary at the White
House that you work in heve Lte autlh-lit- to get p a ld cal upo..
the Fed to lower interest rates without the direction of the Presi-
dent of the United States?

Mr. BOSKIN. I cannot tell you exactly what went on in that epi-
sode. I have been in the press briefing room at the White House. I
can tell you, it is a bit like being in a lion's den. I think he was
being badgered, and responded to a question with a general answer
that people in general prefer to have interest rates lower rather
than higher.

Our view is, if that can be done in a manner that does not accel-
erate inflation, it is desirable. But we are very concerned that we
not accelerate inflation.

Representative HAMILTON. Well, you mentioned a moment ago
that you meet regularly with the President. When you heard that
the press secretary called upon the Fed to lower interest rates, was
it your impression that the press secretary was speaking beyond
the direction of the President?

Mr. BOSKIN. It was my impression that he had done nothing but
make an off-the-cuff response to a comment.

Representative HAMILTON. Was he speaking beyond the direction
of the President?

Mr. BOSKIN. Perhaps. I could not give you the answer to that. I
believe so, but--

Representative HAMILTON. I know you have been at that table
quite a while, and I will try to wrap it up pretty quickly.

Mr. BOSKIN. That is fine.
Representative HAMILTON. You probably noticed the chairman of

the Ways and Means Committee's speech yesterday, or perhaps it
was in a hearing, in which he basically argued that tax incentives
have very little effect on the behavior of American businesses and
taxpayers. Then he argued for a strong bias toward the status quo.

Do you agree with the chairman, that tax incentives have very
little effect on the behavior of American businesses and American
taxpayers?

Mr. BOSKIN. No, with with all due respect to the chairman for
whom I have a great regard, I would not agree with that. But I cer-
tainly would agree that much of the behavior of American business
is determined by factors other than taxes.

Representative HAMILTON. Can you cite for us any economic re-
search that finds that tax incentives have a significant effect on
household and business behavior?

Mr. BOSKIN. I am sure there is a very voluminous literature that
suggests that, for example, investment incentives have stimulated
investment. Many of the investment incentives we have had in the
past may also have had offsetting deleterious effects as well as the
beneficial effects of stimulating investment. But there is a pretty
large--
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Representative HAMILTON. We would be interested in seeing such
studies. Perhaps you can supply them to us.

Mr. BOSKIN. I would be happy to supply them. They are a very
large number.

Representative HAMILTON. All right, let me raise one other ques-
tion, that relates to trade. You took a position, I think, and the
President took a position against managed trade. And I think in
general your trade comments are very good. But I am struck by the
fact that, even though you inveigh, if that is not too strong a word,
against managed trade, you nonetheless in reality follow a lot of
practices that are at least sometimes associated with the phrase
"managed trade." For steel, we have extended the voluntary re-
straining agreement for 30 months limiting steel imports. We have
done similar things for autos, textiles, semiconductors, machine
tools, and quite a few areas in agriculture.

Now, how do you reconcile the strong language with respect to
managed trade in your report with the practice in these very sig-
nificant areas of the economy?

Mr. BOSKIN. I think your point is very well taken. We are hope-
ful, for example, that the progress in the Uruguay Round will help
to sharply reduce this sort of activity here and abroad. Agriculture
is a good example. With respect to steel VRA's, an issue in which I
was intimately involved, you recall that industry was pressing for a
5-year extension with no liberalization of the quotas, and we ulti-
mately produced an agreement with a date certain of 21/2 years
with progressive liberalization of the quotas along the way. So rela-
tive to what the previous administration had done, this is a liberal-
ization.

The President made a commitment in the campaign to extend
them, pending the negotiation of international consensus: And
there was some concern that a period as short as 21/2 years, cutting
the length in half from the previous program, would be unmanage-
able, that we could not make the negotiations work with our allies
for this extension. But as it turned out, the USTR was able to ac-
complish that in record time.

Representative HAMILTON. Your general direction would be to
roll back the restrictions on trade that we have in the economy
now?

Mr. BoSKIN. Worldwide, yes
Representative HAMILTON. Worldwide. In addition to the ones I

specifically referred to.
Mr. BOSKIN. Yes.
Senator SARBANES. Mr. Chairman, I have to go. I just wanted to

make a couple of comments, and perhaps ask a question.
Now, first of all, while I may differ with you on the substance of

some of the issues, I must say that I welcome what I perceive to be
a reinvigorated role for the Council of Economic Advisers within
the executive branch of our government.

Mr. BoSKIN. Thank you, sir.
Representative HAMILTON. May I add to that that we think the

quality of this Economic Report is very good. It puts your position
forward in a very professional way.

Mr. BOSKIN. Thank you, sir.
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Representative HAMILTON. We think it raises the level of discus-sion on economic issues.
Mr. BOSKIN. Thank you very much, sir.
Senator SARBANES. Second, I am particularly pleased to see theinvolvement in international economic policies that is detailed inthe Council's report, and also the fact that vou are now serving qqChairman of the Economic Policy Committee of the OECD.
T. foronc, thik trhial, payticularly with the deveiopments in East-ern Europe and the changes in the Soviet Union, as you lookaround for an institution that may suit this moment, that a refocuson the OECD and its potential role is really worth exploring.
Its membership is such that you could draw in some of the east-ern countries in a way that does not raise problems with either es-tablishing entirely new institutions or using some of the otherinternational mechanisms. I simply commend that.
Mr. BOSKIN. We have supported, and I have pushed in my role atthe OECD, the establishment of an east-west center there. So Ithink there is some progress in that direction.
Senator SARBANES. Fine. Thank you very much.
Mr. BOSKIN. Thank you for your comments, Senator.
Representative HAMILTON. Thank you very, very much for yourappearance, you and Mr. Taylor and Mr. Schmalensee--
Mr. BOSKIN. Schmalensee.
Representative HAMILTON. Schmalensee-I will get that in duetime.
We appreciate your appearance, and we stand adjourned.
Mr. BOSKIN. Thank you, sir.
[Whereupon, at 12:54 p.m., the committee adjourned, subject tothe call of the Chair.]
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OPENING STATEMENT OF REPRESENTATIVE HAMILTON,
CHAIRMAN

Representative HAMILTON. The Joint Economic Committee will
come to order.

This morning, the Joint Economic Committee is very pleased to
welcome Mr. Richard Darman, the Director of the Office of Man-
agement and Budget, who is here to testify on the President's
budget proposals for fiscal year 1991 and the President's economic
policies for this year and next.

The major statutory responsibility, of course, of the Joint Eco-
nomic Committee is to review the Economic Report of the Presi-
dent and prepare our own report to the Congress in response. This
year's Economic Report of the President was a very professional
document that recognized a number of challenges that economic
policy will have to address in the 1990's-how to reduce the budget
deficit, how to stimulate more savings, how to generate more in-
vestment by both the private and public sectors in new capital,
R&D and human resources, and how to provide a cleaner environ-
ment.

The budget is the document that tells us how the President pro-
poses to make these policies work. Mr. Darman's testimony this
morning on the fiscal 1991 budget will be of great help to this com-
mittee, as it has been to other committees, in evaluating the Presi-
dent's Economic Report.

So, Mr. Darman, we turn to you now for your testimony. You are
welcome before the committee, and we look forward to our discus-
sion with you.

(291)
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STATEMENT OF HON. RICHARD DARMAN, DIRECTOR, OFFICE OF
MANAGEMENT AND BUDGET

Mr. DARMAN. Thank you very much, Mr. Chairman. I have a rel-
atively brief opening statement which I would be happy to read if
you would allow me to.

Representative HAMILTON. Yes. The statement, of course, will be
entered into the record in full. You may proceed as you see fit.

Mr. DARMAN. Yes. Thank you very much. Accompanying this,
there is, as you know, an introduction to the budget which I've
asked be included as my formal introductory statement. This is a
briefer statement.

Chairman Hamilton, distinguished members of the Joint Eco-
nomic Committee, it is a pleasure to appear before you today.

You have already heard from Secretary Brady and Chairman
Boskin. As the third member of the "Troika," I must report that
we three are generally in agreement-so I do not have a great deal
of new material to offer at this point.

I would respectfully call your attention to the Director's Intro-
duction to the New Budget, which I just mentioned. To the extent
that my perspective is a bit idiosyncratic, it is reflected in the in-
troduction. At the same time, the introduction may serve as a
useful overview of the President's budget.

Since the introduction was presented, there have been only a few
noteworthy developments in fiscal policy. I might mention these:
The President's budget has been subject to the regrettable, but now
traditional, ritual of instant analysis and partisan criticism. The
initial shrill and conventional criticism received its expected early
media attention, but quickly quieted. The more subtle virtues of
the new budget-especially its increased emphasis on both hidden
liabilities and issues of investment-have been noted principally by
serious budgeters and other aficionados.

Revised macroeconomic numbers for the fourth quarter of calen-
dar 1989 have come in. If these are not offset, and if reality were
otherwise to prove consistent with our forecast, the fiscal year 1991
deficit estimate would be revised upward by $6.2 billion. If global
interest rates do not reverse their recent cycle upward, the adverse
effects on both growth and the deficit would be worse.

A decision has been made to finance RTC working capital with
least-cost financing through the Federal Financing Bank. If this is
scored in accordance with current conventions, it would substan-
tially increase the reported deficit for fiscal year 1990, it would
have a highly uncertain effect on fiscal year 1991-it would be plus
or minus tens of billions of dollars-and it would substantially de-
crease the reported deficit for the outyears. I should note the obvi-
ous: There is an element of absurdity in having such large swings
and distortions caused by the application of ordinary accounting
conventions to extraordinary working capital transactions or the
estimates thereof.

Senator Moynihan's proposal to increase the fiscal year 1991 def-
icit by $55 billion has been welcomed by some for its possible con-
tribution to enlivened debate, but has generally not been embraced
for either its contribution to the Social Security trust fund, the con-
tribution being a large negative number, or its contribution to debt
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and deficit reduction, the contribution again being a large negative
number.

An effort by some to stimulate economic class conflict has gained
some attention, but promises to do little either to reduce the deficit
or increase economic growth.
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comprehensive deficit reduction plan of his own. The administra-
tion's opposition to some of its elements is well known. But, we
have taken pains to note that Chairman Rostenkowski's plan,
unlike its current congressional competitors, is at least a serious
product. We believe it would not contribute satisfactorily to eco-
nomic growth, and that it is mistaken in proposing to abandon the
fail-safe discipline of sequester. But, it is at least a genuinely well-
motivated effort worthy of serious attention.

In the face of all this, the two chairmen of the Budget Commit-
tees have not yet offered any serious deficit reduction plan at all.
We hope they may offer such a plan soon, as the law requires.

I continue to believe that the only way to responsible deficit re-
duction is through bipartisan agreement. The need for this is no
less today than in recent past-although the deficit as a share of
GNP has come down substantially.

It is especially regrettable, therefore, that our political system so
frequently mires itself in unconstructive partisan posturing when
there is important work to be done. I recognize that some are now
rationalizing this pattern of partisanship as consistent with the
role of a "loyal opposition" in a parliamentary system. What this
perspective seems to overlook, however, is an important distinction:
In a parliamentary system, when the lively partisan debate is over,
the equivalent of the President's budget is generally approved line
for line as submitted. In our system, we are more dependent on the
parties coming together in order to govern. We, of course, do not
expect complete approval of our budget. We do look forward to the
period when we may enjoy a somewhat more constructive and pro-
ductive discussion than our system seems to give us in the early
months of the year.

It's in that spirit, Mr. Chairman and members of the committee,
that I look forward to trying to respond to your questions. And,
again thank you for the opportunity to appear before you.

[Director Darman's introduction to the new budget follows:]
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DIRECTOR'S INTRODUCTION TO THE NEW
BUDGET

GREEN EYESHADES AND THE
COOKIE MONSTER

If anything were meant for viewing through
proverbial green eyeshades, it would seem to
be the Federal budget. The typeface is small.
The text is tedious. Tables are seemingly end-
less.

The sheer size of the budget makes it seem
like a monster. It contains almost 190,000 ac-
counts. At the rate of one per minute, eight
hours per day, it would take over a year to
reflect upon these! The budget's annual out-
lays are larger than all countries' economies
except those of the United States, Japan, and
the Soviet Union. (The Federal budget is
roughly the size of the entire West German
economy.) Clearly, at some point, green eye-
shades must be put aside. Detail must be con-
sidered; but the capacity to abstract should not
be lost.

Of course, with or without green eyeshades,
monsters do not naturally invite examination.
Still, if a monster is present, one might ad-
dress certain threshold questions: Is it threat-
ening or potentially helpful, and how is one to
tell? The answers are not always as obvious as
the questions.

On "Sesame Street," the children's educa-
tional television program, there is a wonderful
character known as Cookie Monster. As all
monsters are, Cookie Monster is initially in-
timidating. His manner is gruff. His clumsi-
ness occasionally causes damage.

But quickly, Cookie Monster comes to be
seen as benign-indeed, downright friendly.
He has a few bad habits. He cannot resist
gobbling up anything and everything that
might be consumed-especially cookies. And
he cannot quite control the way in which he
spews forth crumbs. He is the quintessential
consumer. Yet clearly, he means no harm.

The budget, for all its intimidating detail,
might be seen similarly: as the Ultimate
Cookie Monster. Its excessive tendencies
toward consumption are not exactly ennobling.
(It does not ordinarily present itself as serious-
ly concerned with investment.) But at the
same time, its underlying motivation is clearly
not malevolent. What harm it may cause is
largely unintended. Its massive presence might
be understood as little more than a compila-
tion of cookies received, cookies crumbled, and
crumbs spewed forth.

Yet apt though the Cookie Monster perspec-
tive may be, it does not suffice. It is not quite
fair to either Cookie Monster or the budget. In
reality, a budget is not just a monstrous mass
of cookies and crumbs. It is more: an implicit
statement of values and expectations for the
future. Inescapably, it is headed somewhere-
or other. To gain a meaningful sense of the
whole, and where it may be headed, one must
look beyond green eyeshades and the Cookie
Monster. One must frame the budget from sev-
eral broader (and more serious) perspectives.
This introduction tries to help do that.

Among the additional perspectives are these:
a global historical perspective; a conventional
deficit-estimating perspective; a capital budget-
ing perspective; a perspective that gives great-
er weight to future liabilities; another that at-
tends to investment in the future, and finally,
a congressional perspective. These are dis-
cussed (sequentially) below.

AND THE WALL CAME
A'TUMBLIN' DOWN ...

Looking a bit beyond Cookie Monster to the
television news, one is struck with a rare im-
pression: there may be a compelling pattern to
the flow of current events. It is not represent-
ed in the budget detail by any quantitative
"baseline," nor any conventional statistical
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measure. It was captured visually by a single
dramatic symbol, beamed around the world,
and etched in the mind of people everywhere:
the fall of the Berlin wall.

To put the symbolic fact more clinically:
State-centered, command-and-contrui p; . ....
seem to be decomposing. The Soviet Union has
been forced to explore the virtues of restruc-
turing, decentralization, and openness. Com-
munist regimes in Eastern Europe have been
falling like dominoes. The Iron Curtain has
been opened. And the drama has not been con-
fined to Eastern Europe. Just as liberated cele-
brants have cheered the opening of the Berlin
wall and the decline of communist dictators, so
too have liberated Panamanians celebrated the
fall of the dictator in near-by Panama.

While it would be naively euphoric to consid-
er this pattern "the end of history" (even in
the limited Hegelian sense), clearly the sudden
and dramatic shift toward pluralist democracy
has far more than the ordinary historical sig-
nificance. The events of 1989, and what they
will have unleashed, may one day rise to a
place with those of 1688, 1776, or 1789. This is
not small stuff. It is another giant leap of the
human spirit yearning to breathe free.

Yet this great historical shift has been
almost trivialized in its translation into public
debate about the budget. The issue has been
framed as: "How big is the 'peace divi-
dend'?"-and, in effect, "How can I get mine?"
These are issues that the budget and the politi-
cal system must treat. They are discussed fur-
ther in the budget. But they are second-order
issues at best.

Ahead of them in line, surely, ought to be
these points:

The favorable pattern of recent events has
not been caused exclusively by the politi-
cal and economic bankruptcy of particular
state-centered regimes. It has also resulted
from U.S. (and allied) military and eco-
nomic strength. These, in turn, have re-
suIted from market-oriented economic poli-
cies and sound public and private invest-
ment policies. It would be a highly unfor-
tunate irony if-just as the world were
affirming more market-oriented and in-
vestment-oriented principles-the United
States were to do anything other than

strengthen its commitment to these very
principles.

As the world moves away (at whatever
-a_ a... a. 'z- -

ditional military superpower conflict, the
(elfia~ve: itnpuwai.u ts U.S. ct',,,,..'..
strength only increases. Increased econom-
ic strength is essential to inspire and to
assist evolving lesser powers. And it is fun-
damental to success in the global competi-
tion with rising economic superpowers.

Thus, there is a first-order issue for the
budget (and the economic policy it repre-
sents): How can it best preserve and build
on America's strengths, while advancing
the American economy toward even great-
er capacities for leadership and growth? If
the "dividend" metaphor must be applied
to the budget: How can policy best assure
that there is a continuing growth divi-
dend?

HOW BIG IS THE DEFICIT?-LET
ME COUNT THE WAYS

In considering this issue, many traditional
analysts turn first to the size of the budget
deficit. This is not necessarily as relevant a
starting point as many argue. But it is rele-
vant.

Unfortunately, a meaningful answer to the
question-How big is the deficit?-is not quite
as simple as the question. This budget at-
tempts to answer the question from a wide
range of relevant perspectives.

The "Gramm-Rudman-Hollings (G-R-H)
Baseline Deflcit"-This perspective is
flawed. It biases analysis toward excessive
outlay growth. But it is required by law. It
constructs an estimate that uses the Ad-
ministration's economic and technical as-
sumptions; assumes entitlements grow
with the beneficiary population and with
prescribed benefit changes; and assumes
discretionary programs grow with infla-
tion (in effect, treating them as permanent
entitlements). It assumes no change in cur-
rent low. From this perspective, the esti-
mated deficit for the current fiscal year
(1990) is $122 billion; and for the coming

2
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budget year, 1991, it drops to $84.7 billion. will not be repeated in 1991. But G-R-H
It moves to surplus in fiscal year 1994. implicitly assumes that it will be. If one
* "Adjusted G-R. Baseline Deliclt"-The adjusts for these anomalies, the adjusted"A d b - Baseline, anDarti ficia constructT is G-R-H baseline deficit for 1991-95 wouldG-R-H baseline, an artificial construct, is beaintecrtelw
used by some for reference purposes. Even be as In the chart below.
for its advocates, it can be misleading. This suggests that without major legislative
This year, for example, the Food Stamp action-but assuming continued economic
authorization for appropriations expires. It growth-the deficit would move toward surplus
will almost certainly be extended in some in 1995. This would mark a steady, although
form, but G-R-H does not assume that. slow, pattern of correction from the deficit
Conversely, the decennial census of 1990 high of $221.2 billion reached in 1986.

ADJUSTED G-R-H BASEUNE ESTIMATE
(in Billions of Dollars)Deficit

-260-

-221.2

-200 \ ACTUAL DEFiCIT
\IS- ______52__.--- ADJUSTED 0-R-H

\ -168.1 BASEUNE ESTIMATE
-160- 9-7O .-152.0

" -122.0

-100 .-- 100.

5-72.9

suralus leis 87 a's 89 90 91 92 93 94 96
FISC-L YEAR

* The "President's Policy Deficit"-The
President's investment-oriented proposals
would help assure that the economic
growth assumed in the baseline is actually
achieved. Other policy proposals would
further improve the rate of deficit reduc-
tion by reducing spending on low-return
programs, reforming selected mandatory
programs, and charging appropriate fees.
These additional program savings (relative

to the G-R-H baseline) are discussed fur-
ther in Parts V and VII below. Their total
contribution is $36.5 billion for 1991, rising
to $95.8 billion for 1995.

As a result, the Administration estimates
that implementation of the President's budget
would meet (and slightly surpass) the legally
required G-R-H deficit targets of $64 billion in
1991 and zero in 1993. The President's Policy
deficit would be $63.1 billion in 1991, moving

3
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to surplus for 1993-95 (even after adjusting to
assure Social Security integrity). (See table.)

Overall spending for 1991 would still in-
-. _ y __ .8" its;-' . ._

partment of the government would have

year. But the deficit would be reduced because
estimated receipts would increase even more-

* The Treatment of Social Security-Current
law defines Social Security as "off-budget",
but requires its inclusion for purposes of
G-R-H deficit calculations. Social Security
is also included in traditional "consolidat-
ed" or "unified" deficit estimates. There
are many good and important reasons to
continue to include Social Security in
these calculations.

But in recent years a problem has arisen.
The increasing annual Social Security op-
erating surpluses have masked the true
size of the underlying non-Social Security
operating deficit. In effect, the surpluses

by $96.8 billion or 9.0 percent (without
"ducks"). This reflects the "flexible freeze" at
work: spending growth is held at a level slight-
lv below the inflation rate: while revenues in-
crease at a higher rate on the strength of eco-
no-ic r.-wth. This is sonnmni~cfi in the rubl-
"President's Policy: Outlays, Receipts, and Def-
icit Improvement for 1991."

have allowed more non-Social Security
spending than might otherwise have been
the case. If this were long to continue, it
would result in an excessive burden of
debt for future generations. It would thus
undermine the effect of the build-up of re-
serves intended for retiring baby-boomers.

To address this problem, without doing vi-
olence to the traditional concept of a con-
solidated budget, the Administration pro-
poses to establish a "Social Security Integ-
rity and Debt Reduction Fund." It would
receive each year, as outlays, an amount
equivalent to an increasing portion of the

PRESIDENT'S POLICY: OUTLAYS, RECEIPTS, AND DEFICIT
IMPROVEMENT FOR 1991

(In billions of dollars)

Change
1990 1991 Amount Percent

Outlays:
Departnentof Defense ................................. 286.8 292.1 + 5.4 + 1.9%
Non-Department of Defense .......................... 910.4 941.2 + 30.7 .3.4%

Total Outlays .................................... 1,197.2 1,233.3 .36.1 + 3.0%

Receipts:
Current Law ................................... 1,072.8 1,156.3 + 83.5 +7.8%
New Measures........................................... 0.6 13.9 +13.3 +1.2%

Total Receips . ................................... 1,073.5 1,170.2 +96.8 +9.0%

Deficit........................................................ 123.8 63.1 -60.7 -49.0%

)
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projected Social Security operating surplus proposal would effectively prevent the gov-
(reaching 100 percent in 1996). It would be ernment from spending Social Security re-
obliged to use these outlays to reduce Fed- ceipts on non-Social Security purposes. The
eral debt and thus leave a more managea- proposal is discussed further in Parts
ble financing burden for future genera- VI-A and VII-A below. Its effects on the
tions. This Fund would be linked with a deficit are displayed along with the other
continuing obligation to meet a G-R-H def- ways of looking at the deficit in the table:
icit target of zero (i.e., a permanent bal- "Deficit/Surplus-Under Selected Defini-
anced budget) starting in 1993. Thus, the tions."

DEFICIT/SURPLUS-UNDER SELECTED DEFINITIONS
(In billions of dollars)

1990 1991 1992 1993 1994 1995

'G-R-H Baseline Deficit/Surplus ......................- 122.0 -84.7 -55.5 -20.1

Adjust for outlay anomalies:

7.9 36.3

Food Stamps ........ , . .................. -- -16.2 -17.0 -17.7 -18.6 -19.5
Census................................................. -- 1.0 1.3 1.3 1.5 1.5
Debt service .......................................... -- -0.6 -1.7 -2.6 -3.9 -5.0

Total 'Adjusted G-R-H Baseline
Deficit/Surplus- .................................... -122.0 -100.5 -72.9 -39.2 -13.1 13.4

Adjust for policy recommendations ... 0.6 36.5 46.9 57.5 75.6 95.8

Adjust for 'Social Security Integrity
and Debt Reduction Fund'........................ -- -14.1 -53.6 -101.8

Total 'President's Policy Deficit/Surplus'
excluding 'zimmicks' (speed-ups) ...................- 121.4 -64.0 -26.0 4.2 8.9 7.4 1

Adjust for on-off budget:

Exclude Social Security .- 62.0 -80.3 -93.1 -107.4 -124.2 -137.2

Total 'On-Budget Policy Deficit/Surplus . -183.4 -144.3 -119.1 -103.2 -115.3 -129.8

Adjust for G-R-H and speed-ups:

Include Social Security .62.0 80.3 93.1 107.4 124.2 137.2
Include withholding and other speed-ups -- 1.0 -- -- -- --

Total 'President's Policy Deficit/Surplus'
including speed-ups .- 121.4 -63.0 -26.0 4.2 8.9 7.4

Adjust for 'Consolidated Budget':

Include asset sales .-- 1.6 1.6 1.6 1.6 1.6
Include Postal Service .- 2.4 -1.7 -0.7 -0.1 0.1 0.4
Remove nondefense spendout adjustment ....... -- 0.1 -- -- -- --

Total 'Consolidated Budget Deficit/Surplus'. -123.8 -63.1 -25.1 5.7 10.7 9.4
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* The Effect of Alternative Economic See-
narios-In considering the deficit-by
whatever definition-it is important to
consider its sensitivity to economic varia-
bles. For a discussion of these sensitivities,
see Section Two. Part 1: "Note on Fconom-
ic Assumptions and Sensitivities." The
single most important variable affecting
the size of the deficit is probably the real
economic growth rate. As a practical
matter, the net deficit-reducing effects of
economic growth (or its absence) are likely
to be far greater than the effects of a so-
called peace dividend.

As a general rule of thumb, a sustained
one percent additional increase in real
GNP growth-with all else equal-would
reduce the deficit by an additional $18 bil-
lion in 1991 and an additional $98 billion
in 1995. (A sustained one percent lesser
increase in real GNP growth-all else
equal-would have roughly the equivalent
numerical effect, but with the sign
changed.) For those seriously interested in
either achieving greater deficit reduction
or freeing up resources for greater spend-
ing, this underlines the importance of pur-
suing policies likely to maximize the
growth dividead

The economic assumptions used by the Ad-
ministration are toward the optimistic end

* Defieits as a Share of GNP-Meeting the
G-R-H deficit target for 1991, as proposed
by the President, would reduce the consoli-

of the credible range. But the Administra-
tion's assumptions are plausible and
achievable.

economic assumptions in July 1989-at

the optimistic end of the credible range.
Intervening performance has, in fact, been
highly consistent with the Administra-
tion's forecast. But that does not mean
either that macroeconomic science has im-
proved substantially, or that the Adminis-
tration will always be so fortunate as to be
correct.

In developing the budget, the Administra-
tion formally considered several alterna-
tive economic scenarios. Two of these are
discussed in the "Note" in Section Two,
Part I. Both of these are also plausible.
One is slightly more optimistic, and one
more pessimistic, than the scenario actual-
ly adopted. These alternative scenarios are
specifically described in the Note. If the
President's Policy deficit were presented
with either the higher growth or the lower
growth assumptions, the deficit (or sur-
plus) would appear as follows (after adjust-
ing to assure Social Security integrity).

dated deficit to about I percent of GNP.
The deficit would thus fall clearly within
the "normal" range for most of America's

6
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DEFICIT (-)/SURPLUS (+) UNDER ALTERNATIVE

ASSUMPTIONS
(In billions of dollars)

1991 1992 1993 1994 1995

Higher growth scenario ............................. -54.6 -16.9 +15.1 .+24.7 +31.6

Lower growth scenario .............................. -77.5 -48.4 -27.2 -32.9 -42.4
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major trading partners. In any case, it
would mark a significant improvement
from the 5.2 percent level of 1983 (6.3 per-
cent for the fiscal year). The pattern is
suggested by the chart, "Deficits as a
Share of GNP: U.S. vs. Major Trading
Partners." While the trend is favorable,
however, it should not be given excessive

* Deficit Effects of Capital Budgets-The
current budget concept-essentially a
"cash" budget-was developed to conform
with the President's Commission on
Budget Concepts (1967). The "cash" per-
spective is especially useful for determin-
ing needs for financing in the public debt
market. Indeed, it is essential. That is
why, regardless of whether trust funds are
treated as "on" or "off' budget, there
must be some consolidated accounting that
shows the total governmental cash posi-
tion. But if one is seriously interested in
the effects of budget policy on the future,

/X

weight. The United Kingdom and Japan
are both running surpluses-but with very
different real growth rates. As with all
measures of the deficit, it is necessary to
get beyond this somewhat superficial meas-
ure, to an examination of the underlying
economic policies and their relation to the
future.

one must get beyond the cash budget frame
of reference represented by the G-R-H and
consolidated deficit calculations. One
needs a better sense of future liabilities
and of the extent to which current income
and borrowing are financing investment
for the future (as opposed to current con-
sumption and transfers).
With this perspective in view, many have
criticized the Federal Government's
"cash" budget. Some have argued that the
Federal Government should adopt one
form or another of capital budget and/or a
budget that better distinguishes between

L1

}'
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trust funds, governmental operating needs,
and activities conducted by Government-
sponsored enterprises.

In order to begin to address this thorough-
ly appropriate interest in getting beyond
cash budgeting, the President's budget is
re-configured as it might appear under the
conceptual approach suggested by the Gen-
eral Accounting Office and the approach
used by the state of California. These ap-
proaches are strictly illustrative-and are
presented in Section Two, Part 11: "Note
on Alternate Approaches to Budget Pres-
entation." They are not intended-now, or
in the future-to displace the cash budget;
but rather, they are intended to supple-
ment it.

While these additional perspectives are
useful, it is clear that they, too, are not
fully satisfactory. In going only as far as
they do, they tend to do little more than
confirm what is now generally accepted
wisdom: that the Federal Government in-
vests a relatively small percent of its
annual expenditures in capital; and that
there is a sharp dichotomy between the
operating surpluses in certain trust funds
and the operating deficits that character-
ize the rest of government. They necessari-
ly suggest, but do not satisfactorily settle,
many difficult issues of definition as to
what is and is not investment. They do not
adequately treat "intellectual capital" and
"human capital," for example. And they
do not provide a dynamic picture of ex-
pected future liabilities and future re-
turns.

Stepping back from this surfeit of deficits-
all differently conceived and defined-one
might summarize where the collection of dif-
ferent deficit pictures suggests things may be,
and where they may be headed.

First, by several different deficit measures,
the consolidated Federal deficit seems. at
worst, to have stabilized If the President's
policies were adopted, this pattern of stabi-

lization would obtain, in the near term,
even if Social Security were excluded from
deficit calculation. The pattern of continu-

and mid-19f0t seems to have been broken.
B; r_ A; r~er__, t def t _ E

toward improvement-assuming that eco-
nomic growth continues. Although further
progress is not guaranteed, the change in
the underlying pattern must be viewed as
welcome. See chart: "Alternative Deficit
Paths."

The proviso concerning the necessity for
continued economic growth is fundamen-
tal, however. The economy is in its eighth
consecutive year of growth. This is the
second-longest period of continuous growth
in America's history. (Post-War Japan has
enjoyed two longer periods of growth: one
of 20 years, 1953-73 and one of 15 years,
1975 to the present.) There is reason to
suggest that the traditional notion of the
inevitability of a tight business cycle may
be overtaken. But, to underline the obvi-
ous: Growth is not automatic. It depends
on growth-oriented policies being pursued
not only by the Administration, but also
by Congress and the Federal Reserve.

But second, stabilization of the underlying
deficit should not lead to complacency.
Complacency would lead to a loss of fiscal
discipline. And even with stabilization,
deficits mean rising debt. America's re-
corded Federal debt is already approach-
ing three trillion dollars. (See Parts III-A
and VI-A.) That is not necessarily bad per
se. It depends on whether or not the debt
is being used in conjunction with policies
that will increase future productivity,
growth, and capacities for debt service-
and whether future hidden liabilities are
being kept within reasonable bounds.
Here, unfortunately, is where convention-
al Federal deficit accounting and budget
presentation have been woefully inad-
equate. And here is where there is legiti-
mate cause for concern-as is discussed
further below.

8

301

THE BUDtGEr FOR FISCAL YEAR MI9



302

9
--n .1rfl'e INTRODUCImN- TO TE NEFW BUDGET

HIDDEN PACMEN in Parts VI-A and Vl-B below. A few intro-
ductory points may help outline the problem:

The problem with relying solely on the con-

solidated cash budget-or even on that plus a

capital budget-is that it does not give a full

picture of the Federal "balance sheet." There

is a host of technical reasons why it is not now

possible to present a complete and valid Feder-

al balance sheet-not to mention a valid pro-

jection of the future balance sheet. But it is

possible to do a better job of highlighting po-

tential liabilities, as well as important areas of

investment, which have significant future ef-

fects. This budget presentation attempts to

move in that direction.

One curious thing about future Federal li-

abilities is that many of them are not yet fully

visible. Their particular nature varies. But

each is like a hidden PACMAN, waiting to

spring forward and consume another line of

resource dots in the budget maze. These

hidden PACMEN are discussed in some detail

v Rising Costs of Health Care-A quarter of

a century ago, health care expenditures

consumed about 6 percent of America's

GNP. Now, that share has almost doubled,

to 12 percent. Within the growing Federal

budget, the share has risen even more rap-

idly, from less than 5 percent in 1970 to a

projected 15 percent in the early 1990s.

Obviously, this is a trend that cannot be

sustained forever-or health care costs

would drive out all else. There are, none-

theless, increasing demands to assure

health insurance coverage for those not

now covered, and to provide better financ-

ing for long term care. Each of these could

entail an additional multi-billion dollar

annual bill. Yet the projected health ex-

penditure obligations of current law are

not fully covered by projected future re-

ceipts. The estimated present value of un-

funded liabilities (the actuarial deficiency)

/
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for Medicare hospital insurance alone
could be over $250 billion. (See Parts V
and VI-A.)
Rising Rudgetarg Claims of Mandatory
Programs-In Pr~wid-nt K-nnyv'. Ad
ministration, transfer payments to individ-
uals comprised about a quarter of the Fed-
eral budget. Now they consume almost
half. So-called "mandatory" programs-se-
lected payments to individuals (entitle-
ments) and other automatic spending pro-
grams-have grown from 34 percent of the
budget in 1970 to roughly half the 1991
budget-and will reach a projected 57 per-
cent for 1995. (Mandatory programs plus
net interest expenditures account for
almost 62 percent of the budget.) Since
these programs generally have broad-
based and well-represented beneficiary
populations, they tend to have a powerful
claim on resources, and grow faster than
the economy as a whole. Yet again: It
would seem obvious that this pattern of
more rapid growth cannot be extended in-
definitely. (See Part V.)

Unfunded Retirement Program Liabil-
ities-There is much talk about the pro-
jected build-up of Social Security reserves
to cover the anticipated obligations to the
baby-boom generation when it reaches re-
tirement. The medium term build-up in-
tended by (and projected under) current
law is, indeed, enormous. But even so, over
the long term, under some assumptions,
the present value of current-law obliga-
tions minus projected receipts could be a
negative number. This is a speculative
matter with a high degree of uncertainty.
(See Part VI-A.) Somewhat less specula-
tively, there are clearly identifiable major
shortfalls in unfunded Federal employee
retirement programs-although these
should be able to be serviced by future
contributions. And the Railroad Retire-
ment System, although not fully a Federal
responsibility, is substantially underfund-
ed-with a reported actuarial deficiency of
$14 billion.
Obligations to Clean Up Federal Facili-
ties-For a variety of reasons, the Federal
Government historically has not been
prompt in attending to environmental

clean-up at many of its facilities. For rea-
sons of both law and policy, the pattern of
the past is now changing. But the bills are
yet to De tully paid. The present-value cost
of already-identified future clean-up obli-
gations and waste management improve-
ments at Federal facilities over the next
30 years is on the order of $140-200 bil-
lion. (See Part VI-C.)

Contingent Risks of Federal Credit Pro-
grams and Government-sponsored Enter-
prises (GSEs)-The Federal Government's
direct and indirect credit subsidies are far
more extensive than is commonly appreci-
ated. In housing, over a trillion dollars in
outstanding mortgages have been guaran-
teed by Federal agencies or securitized by
GSEs. In agriculture, the Farmers Home
Administration has accounted for 15 per-
cent of all farm debt outstanding, and the
Farm Credit System has financed another
26 percent-for a combined total of about
$55 billion. In education, nearly all stu-
dent loans are Federally guaranteed. The
government helps provide credit for export
finance, rural utilities, small businesses,
and minority-owned businesses. The pur-
poses of all this credit support are general-
ly worthy. But there can be no denying
that there is an enormous and increasing
Federal exposure-approaching one tril-
lion dollars in direct and federally guaran-
teed loans alone. This necessarily involves
a risk of substantial future claims against
the government. These claims are virtual-
ly certain to be in the tens of billions of
dollars. Without continued economic
growth, and the credit reforms proposed
by the President, the claims would be sub-
stantially higher. (See Part VI-B.)
Contingent Risks of Federal Insurance Pro-
grams-The Federal Government funds
programs that directly insure individuals
and firms against many hazards not cov-
ered by private insurance. These formal
insurance programs cover bank deposits,
pensions, veterans life insurance, crops,
floods, overseas private investment, nucle-
ar risks, and war risks. The total face
value of this insurance coverage (excluding
Medicare) exceeds four trillion dollars. De-
posit insurance accounts for about 70 per-
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cent of this total. But the remainder is
still over one trillion dollars. Clearly, the
Federal Government is not at risk for the
entire face value of the insurance. But
again: The likely future claims are virtual-
ly certain to be in the tens of billions of
dollars. (See Part VI-B.)

When one adds up all these likely future
claims-unfunded health and retirement pro-
grams, environmental clean-up obligations,
credit risks, and insurance risks-one can
produce a rather intimidating total. (See espe-
cially Parts VI-A and VI-B.) But it is impor-
tant to put this, too, in perspective. The claims
do not come due all at once. Indeed, they come
due over an extended period of time. If one
assumed that the likely range of unfunded
claims were spread smoothly over the exten-
sive time period in which they are to come
due, one would reduce the total to a much less
intimidating-indeed, a manageable-level.

This is not to say that there is not a built-in
shortfall. There is. (See Part VI.) It is to say,
rather, that the "amortized" annual amount of
the projected shortfall may be on the order of
one-half to one percent of GNP-assuming the
problem is managed on an orderly basis.

Over the long term, there are five ways this
shortfall could be handled:

* by reducing the growth of future obliga-
tions-through "mandatory" program re-
forms, credit reforms, and insurance re-
forms (these are discussed in Parts V,
VI-A, and VI-B below);

* by reducing spending on other Federal
programs where returns on investment
are judged to be of lower relative value
(these are discussed in Part VII-B-I
below);

* by increasing the government's manageri-
al integrity and efficiency (this is discussed
in Part VII below);

* by pursuing growth-oriented economic and
budgetary policies-investing in the
future-so that future economic productiv-
ity and Federal receipts are higher than
otherwise projected (this is the principal
area of emphasis in Section One, the Over-
view, and is discussed especially in Part
HII below); or

* by increasing the relative burden of debt
and/or new taxes (these latter approaches
are not a part of the President's program).

INVESTING IN THE FUTURE

As noted, "Investing in the Future" is a
theme given special emphasis in the Budget
Overview. It was first introduced to the presen-
tation of the budget by the President, last
year, in Building a Better America.

The emphasis is consistent with three funda-
mental points: First, a budget must be viewed
as more than a static snapshot; it necessarily
influences the future, and the nature of that
influence must be examined. Second, there is a
generally accepted moral obligation to try to
leave future generations in a better position
than their predecessors. Third, the obligations
for future expenditures and debt service are
more manageable insofar as current expendi-
tures and tax policy contribute to increased
growth. Together, these three points argue
compellingly for attention to the extent to
which a budget (and its associated economic
policy) encourage investment-investment in
the future.

The President's budget encourages invest-
ment in a host of ways that are discussed in
greater detail in the Overview. These are out-
lined here-with references to appropriate
Parts of the Overview noted parenthetically:

* Deficit reduction-By reducing the deficit,
meeting the G-R-H targets, and then
buying down debt, the President's budget
policy would improve the U.S. savings rate
and reduce the cost of capital. (This is dis-
cussed further in Part III-A below.)

* Incentives for Private Savings and Long-
term Investment-The President's program
would improve the incentives for saving
and investment through Individual Retire-
ment Accounts (IRAs); create a new all-
purpose savings incentive through Family

Savings Accounts; and encourage growth-
oriented, job-creating investment through
a new long-term capital gains incentive.
(These are discussed further in Part III-A
below.)

304
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* Research and Development-The Presi-
dent's budget funds initiatives to expand
human frontiers in space-NASA would
ifltf Z4 JU* ell-* .u - ;L , ,
$15.2 billion-and in biotechnology; to ad-
V-iwCe Lile UeveupJ ......eL; -k tL- au e

tive supercollider and to increase invest-
ment across the full range of basic re-
search ($12.3 billion-up almost $1 billion);
to advance applied research in areas as
diverse as defense and health, agriculture
and high speed rail transportation, semi-
conductor development and materials
processing. The President also proposes to
enact and extend major tax incentives to
encourage greater investment in R&D by
the private sector. Total proposed govern-
mental expenditures for R&D would
exceed $70 billion. (These are discussed in
Parts Ill-B and III-C below.) In the design
and implementation of Government pro-
grams, the President's budget also recog-
nizes and encourages the innovative role
of "States as Laboratories" (discussed in
Part IV below).

* Investment in Human Capital-Although
Federal money is not the key to solving
the nation's serious education problems,
the President does propose to increase the
discretionary budget authority of the De-
partment of Education by $1.2 billion-
bringing the Departmental total to a
record $24.6 billion. Program increases are
principally in areas of investment that are
consistent with the Federal Government's
role and responsibilities-reflecting the
basic understanding that true solutions
must depend heavily on states, localities,
parents, and a system that promotes great-
er innovation, flexibility, and accountabil-
ity. The budget re-proposes the President's
child care initiative-on which the Con-
gress failed to act last year. And the Presi-
dent proposes not only to reauthorize
Head Start, but to increase it by half a
billion dollars in a single year-bringing
Head Start to an unprecedented $1.9 bil-
lion. (These and other investments in
human capital are discussed in Part III-D
below.)

* Drug Control Strategy-Clearly, it makes
little sense to invest in human capital only
to have drug abuse undermine that invest-

ment and, indeed, destroy the very social
fabric that makes human growth and in-
vestment worthwhile. Drug abuse negates

tive. It must be stopped. Like education,
-; coa i U o pk --. &= 'hta - b

solved by Federal funds alone-or by
funds alone whatever their source. None-
theless, the 1991 budget proposes $10.6 bil-
lion in budget authority and $9.7 billion in
outlays to combat drug abuse. These levels
represent increases of 12 percent in budget
authority and $2.8 billion (41 percent) in
outlays relative to 1990. They are neces-
sary to advance the next stage of the com-
prehensive National Drug Control Strate-
gy (and are discussed further in the Strat-
egy, which is published separately, and in
Part III-E below).

HOPE and Enterprise Zones-The prob-
lems of economically distressed areas will
be alleviated some by the job-creating ef-
fects of continued economic growth. The
problems will be mitigated also by the
President's anti-drug abuse strategy. But
more needs to be done to bring hope and
opportunity to severely distressed areas.
Thus, the President is re-proposing his ini-
tiative to stimulate growth through the
creation of special incentives for invest-
ment and job creation in Enterprise
Zones-a proposal on which the Congress
has failed to act. And he is introducing
legislation to advance project HOPE-
Homeownership and Opportunity for Peo-
ple Everywhere. (These proposals are dis-
cussed further in Part 111-H below.)

Tranaportation Infrastructure-Improving
the U.S. transportation system is essential
to economic efficiency and growth. It is a
shared responsibility involving the private
sector, Federal, state, and local govern-
ment. The Federal contribution is substan-
tial. For example, the President proposes a
record $8.6 billion for aviation in 1991 to
help keep the U.S. commercial aviation
system the best in the world. Of this, $2.5
billion-an increase of 45 percent-is pro-
posed to modernize the FAA's air traffic
control system. (These and related trans-
portation issues are discussed in Part
III-G below.)
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* Environmental Protection-The emphasis
on the importance of economic growth
must, of course, be accompanied by a re-
sponsible concern for the protection and
preservation of the environment. The
President proposes over $2 billion in new
spending to fund: "America the Beauti-
ful," a new program to improve the stew-
ardship of public lands and natural re-
sources, and to promote reforestation; a
major increase in the U.S. Global Change
Research Program; an acceleration of haz-
ardous waste clean-up; and a 12 percent
increase in the EPA operating budget.
(These are discussed in Part Il-F below.)

* The American Heritage-To the extent
that investment tends to emphasize rapid
technological advance, there is need for a
complementary emphasis on aesthetic
values, history, and the traditional cultur-
al values that have made America unique-
ly strong. Although the Federal role in
this area must be limited-for important
reasons of pluralistic philosophy-it must
not be overlooked. America's progress in
the future will be the greater for building
on its diverse cultural strengths. Thus pro-
grams to foster and preserve the American
Heritage are treated as themselves an
issue of investment. (These are discussed
in Part IH-J below.)

* National Security-None of the foregoing
would be worth very much if the budget
failed to provide for the protection of U.S.
national security. Though responsible ana-
lysts may differ about the best means of
protecting it, national security holds a fun-
damental claim on governmental invest-
ment. Without adequate investment in na-
tional security, ultimately, all that Amer-
ica holds dear could be lost. There is, fur-
ther, an obligation that America has long
championed: the advancement of pluralis-
tic, market-oriented democracy throughout
the world. These fundamental interests
and obligations are dependent upon U.S.
economic growth. But they are also, in
some respects, preconditional to it. (They
are discussed in Part II-I below.)

* Management Oversight-Federal invest-
ments in the future will only achieve their
objectives if they are effectively managed.

Improved returns on investment require a
better budget process and more effective
management oversight. Americans are en-
titled to greater assurance that their tax
dollars are being invested wisely and man-
aged with efficiency and integrity. Propos-
als to manage America's government
better are discussed in Part VII below.

WONDERLAND REVISITED-THE
CURRENT CONGRESSIONAL PATH

In the presentation of the first Bush Admin-
istration budget, a critique of "Wonderland"
budgeting was offered. It focused on the curi-
ous Washington habit (indeed, legal require-
ment) of "current services baseline" budgeting.
Under this system, a "cut" may really be an
increase; and a deficit said to be going "down"
may really be going up. With "current serv-
ices"' built-in bias toward increasing expendi-
tures, it should be little wonder that the
system has failed to bring the deficit under
satisfactory control.

In the Mid-session Review of the Budget,
OMB introduced a new budget projection: the
"Current Congressional Path." This was done
in order to underline what some might think
an obvious point. That is, the deficit is not
determined, in the end, by either "current
services" projections or by mathematical ex-
tensions of a "President's Policy." Forecasts
based on such projections are almost always
bound to be wrong. Budgets are legislated.
Congressional action (or inaction) is, therefore,
a fundamental determinant of actual deficits.
In trying to forecast realistically, it is impor-
tant to have some sense of the "Current Con-
gressional Path."

Unfortunately, however, the Current Con-
gressional Path is not entirely clear. Indeed,
Wonderland seems to be running wild with
attractive fantasies, but without yet having es-
tablished coherent direction. One might consid-
er, for example, the two big games now in
play-and a third that is soon to be:

The Spend-the-Peace-Dividend-Game-This
is a new game, premised on the assump-
tion of a substantial, near-term "peace div-
idend." It starts by over-estimating the
dividend. Then each player plans to spend
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the dividend in his or her preferred way.
The sum of all such planned expenditures
totals about ten times the over-estimated
UiViLUieLUl, WlLLCi. La ;ilGia, jARS i l a f. . G ;^

the actual dividend. Thus, Washington en-
Lertains ihe aOuiuUU v; Up iLUiug 1'5 Ly tiha

a dividend that has not yet definitively
materialized-a true Wonderland phe-
nomenon.

In reality, the near-term peace dividend is
likely to be smaller than is commonly as-
sumed for three reasons: First, the true
cost of the previously planned and Con-
gressionally-approved defense program is
substantially higher than the current DoD
funding levels (and higher than "current
services"). Much of the dividend will have
to be used just to adjust the previous pro-
gram downward toward current levels.
Second, this adjustment-while politically
popular in the abstract-will not be politi-
cally popular in all its particulars. Third.
any tendency to cut further would likely
focus on reducing U.S. troop strength
abroad at a more rapid rate than proposed
by the President-a more rapid rate than
consistent with preserving a strong alli-
ance and negotiating equitable and en-
forceable agreements with the Soviet
Union. Presumably, these countervailing
interests will be better appreciated as the
debate about the "peace dividend" unfolds.

The Cat-Sociai-Security Game-This is or-
dinarily a very dangerous game politically.
But in its most recent form, it has started
with a superficially attractive proposal: to
cut Social Security taxes. Clearly, that
would be desirable if it could be done with-
out significant cost to the people paying
the taxes and to the economy as a whole.
Unfortunately, the most recent proposal to
attract significant attention fails that test.

It is ironic in three respects. First, some of
its advocates have argued, until recently,
that the government was under-financed
(and under-taxed) not over-financed. Yet
few, in fact, can seriously argue that the
government as a whole is over-financed.
Second, the emerging conventional wisdom
had been that one needed to do more to
protect the capacity to pay future Social
Security benefits. not Iess. Cutting Social

Security taxes now would mean giving up
on that objective-giving up on the bipar-
tisan commitment to build up reserves for

boom generation. Third, and perhaps moat

would likely hurt the very people it is os-
tensibly intended to benefit, today's work-
ers. It would either force an increase in
their non-Social Security taxes (to compen-
sate for the enormous revenue loss-$55
billion in 1991 alone); or it would force a
reduction in their future retirement bene-
fits. (See Part VI-A.)

The President's proposal to establish a
"Social Security Integrity and Debt Reduc-
tion Fund" is a responsible way to protect
the future interests of today's workers.
But Social Security is a notoriously vola-
tile subject when it enters the political
domain; and whether rationality will pre-
vail remains to be determined.

The Beot-the-Budget Game-This is the
game that begins with the reaction to the
President's budget. It has become an
annual ritual. At the start, it is predict-
ably partisan. Priorities are judged to be
incorrect. Economic assumptions are ridi-
culed (but later adopted). Gimmicks are
scorned (but later outdone). The failure of
the budget process is lamented (but ideas
for evasion proliferate). The refusal to
raise "new taxes" is condemned (as propos-
aIs to cut taxes are advanced). Incentives
for savings and investment are criticized
for their alleged adverse effects on the def-
icit (as alternative proposals to increase
the deficit are advocated). Stalemates are
followed by "heroic compromises" that
earn the parties self-congratulation, but
somehow manage to leave much of the se-
rious job to the future. And the public,
understandably, grows more skeptical.

It may be apt to view all this metaphorically
as a set of children's games: the Budget as
Cookie Monster;- its future threatened by
hidden PACMEN; its path a journey through
Wonderland. But at some point, it is appropri-
ate to put games aside-at least for a while. At
some point, there is an obligation to be serious.
At some point, partisan posturing must yield
to the responsibility to govern.

14
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Sooner or later, the American political
system will rise to the responsibility to be seri-
ous: to complete the job of fiscal policy correc-
tion. It may do this in small steps or large. It
cannot do it with side-steps.

This year's budget meets the responsibility
to be serious. It is seriously presented-giving
a more complete and balanced perspective on
both the present and the future than has pre-
viously been characteristic. Its emphasis on in-
vestment and growth-oriented policies and its
realistic attention to long-term liabilities
should be welcome. Its economic assumptions
are not outside the credible range. It meets the
Gramm-Rudman-Hollings deficit targets with
specific and defensible deficit-reduction meas-

ures-and without gimmicks. It seeks to pre-
serve a meaningful consolidated budget, while
tightening the budget process. If implemented,
it would reach balance in 1993 (as required by
law), and would thereafter begin the process of
reducing Federal debt.

This, of course, is not to assert that the
budget will be treated seriously in the very
next round of the Beat-the-Budget game. It is
simply to suggest that it should be.

Richard G. Darman
Director,
Office of Management and Budget

Note: This budget is presented in a new,
comprehensive, single-volume form. There is
no formal record of the number of individuals
who may have read, cover-to-cover, the previ-
ous seven-volume editions of the budget. (Nor
are there epidemiological studies of their fate.)
This new single-volume form is provided with
the hope that it may be more convenient for
the reader; and with the belief that it may
actually provide more, not less, useful informa-
tion. If any reader finds important information
to have been dropped, OMB will try to remedy
that unintended effect.
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Representative HAMILTON. Thank you for your statement, Mr.Darman. We will proceed under the 10-minute rule.
You mentioned, of course, in your statement the Rostenkowski

plan. I want to try to get some sense of the extent of your flexibil-
ity on it.

Ycu'vc had 2=me peciive thiins to Cv qhnit. it. You had some
positive things to say about it in your statement. You also-youand the President-have commented on it more specificaiiy.

As I look at the elements of the Rostenkowski plan, it seems tome that you've declared your position pretty firmly on most ofthem. With respect to eliminating the income tax bubble, for exam-ple, you are opposed to that. You are not going to change your posi-tion on that I presume, are you?
Mr. DARMAN. No. Although, if we are adamantly opposed to thebubble, we would certainly be willing to talk about flattening it at28 percent.
Representative HAMILTON. But, not by adopting the chairman's

suggestion?
Mr. DARMAN. No, sir.
Representative HAMILTON. And, with respect to the increase inthe consumption taxes, I presume that comes under your no newtax position?
Mr. DARMAN. Well, it depends on the character. We are not atthis point trying to change our own budget, although in my open-ing statement, and as a realist, I say obviously our budget isn'tgoing to be adopted line for line. And, there will have to be somecompromise at some stage.
We have in our own budget proposed an increase, as you know,in the aviation user fee or tax, for example, from 8 to 10 percent.In that case, it's a user fee. We dedicate the resources to improving

the aviation infrastructure, and so it passes our test of reasonable-
ness and contribution to economic growth.

Representative HAMILTON. How about the chairman's proposalwith respect to consumption taxes on oil and alcohol and tobacco,
does that pass your test of reasonableness?

Mr. DARMAN. Well, it's just stated as an abstract proposition.
But, as an abstract proposition I would say no.

Representative HAMILTON. Then, he, of course, urges that wereject all tax cut proposals and that runs counter to your stated po-sition.
Mr. DARMAN. Well, at the risk of being properly accused of beingtoo cute, I would say that if you are referring to capital gains it'snot necessarily a tax cut. It could be construed as a tax increase.
But, I'm sure we will get a chance to talk about that.
Representative HAMILTON. Yes. But, his view would be to rejectall tax cut proposals and that is not your view, I gather?
Mr. DARMAN. What I'm saying is, I think the point of difference

would be with respect to capital gains. And, we-to put it direct-ly-continue to believe that our capital gains proposal or some var-iant thereof should be enacted, that it makes sense from the stand-point of encouraging long-term investment and growth.
Representative HAmILTONT. And, of course, Chairman Rostenkow-

ski favors the repeal of Gramm-Rudman, and you've just statedyour approval of it.
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What emerges to me from all of this is that even though you
have indicated that his proposal is a serious one, if you go down
the elements of it there does not seem to be much room for bar-
gaining.

Mr. DARMAN. Well, it is a classic question of the glass half empty
or half full. I could take-I have his-the Rostenkowski challenge
right here before me and go down the elements of it and look at it
a different way.

I won't take your time, but just note that obviously there are
some things on this spending reduction side which we would ap-
prove that you didn't mention. I mean, there is a fair amount--

Representative HAMILTON. Does that include the defense freeze?
Mr. DARMAN. Not as proposed, but again it's how you wish to

look at it.
Let's take a look at the defense freeze and the difference. One

way to look at it is it's a very significant difference. It is.
His is about $150 billion cut from the baseline. I think ours

amounts to about almost $100 billion over 5 years. His starts faster
than ours does. We cut initially about $4 billion, and he $10 billion
from the baseline.

Thereafter, the rate of decrease is not that different. He is minus
3 percent. We are minus 2 percent. His amounts to minus $10 bil-
lion a year. Ours is about minus $8 billion a year.

Now, you could say that's a wide gulf or you could say it's fairly
close.

Representative HAMILTON. You described his proposal a moment
ago as antigrowth.

Mr. DARMAN. I put it a little more positively.
Representative HAMILTON. But, surely you would agree that let-

ting the deficit roll on is not a progrowth policy? Getting the deficit
down is an important part of a growth policy, is it not?

Mr. DARMAN. Yes, it is. I agree completely. But, I would like to
add this qualification.

Deficits, per se, would not necessarily be bad if total debt as a
percent of GNP were projected to stay within reasonable bounds,
and it's arguable what's reasonable. But, that aside, the real key is
to make sure that as we accumulate debt in whatever amount we
think is reasonable, tlhe debt is being used to finance future growth
and capacity to service the debt.

And, I think that we, in the recent past, have fallen victim to a
double problem. One is that we are increasing the debt excessively.

Representative HAMILTON. Would you-excuse me. You go ahead
and complete your statement.

Mr. DARMAN. Two, we are increasing the debt without adequate-
ly investing in the kinds of things that would get us a return in the
future that would increase our capacity to service the debt.

Representative HAMILTON. Would you agree that the quickest
way to increase savings in the country is to reduce that deficit?

Mr. DARMAN. If you had to pick a single variable to work on, I
would say that's the easiest and most obvious.

Representative HAMILTON. I would just like to get your impres-
sion on one other aspect of Chairman Rostenkowski's plan, and
that was his. rejection of the idea of putting incentives in the Tax
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Code. As he put it, "Tinkering with the Tax Code is not the solu-
tion." You will probably remember that sentence.

Then he goes on to point out that measures that we've enacted,
including the 1981 Tax Reduction Act, the reduced marginal tax
rates for individuals and corporations, the cut in the capital gains
i-ate LU n jei-t.VIL, Laie Il.rI. 0 kLiatb WvvVIiU aue availabie LU evei-yUi0e,
the indexing to eliminate bracket creep. the all-saver certificates.
that none of these helped in terms of savings.

So, the question for you is: How do you respond to that? Do you
just flatly disagree with that?

Mr. DARMAN. No. I don't flatly disagree with that. Some of it is
empirically demonstrable or at least it's correct in the abstract
that, for a period there where certain incentives were increasing,
the personal savings rate was actually declining.

It's my opinion that economists do not understand this phenom-
enon very well. I could bore you with my own views, but I will
spare you.

Representative HAMILTON. But, the point he makes is that with
all of these incentives our national savings rate went down and
went down rather dramatically.

Mr. DARMAN. We had a lot of things going on simultaneously.
What makes it very hard for economic "science" to inform this
committee or the public or the President or anyone else is partly
that the science is still primitive, but partly it's inherent in the
problem of trying to do that kind of science.

You have a single economy with zillions of variables changing at
one time simultaneously. And, so you don't have anything remotely
like controlled experiments.

So, when you try to isolate what exactly was the effect of a par-
ticular change in the IRA or a particular change in the income tax
rate or capital gains or any of the others, and you simultaneously
have big shocks to the system externally of one sort or another, or
a radically changing monetary policy, as we have had, and a
number of other changes, you cannot definitively come back and
show what the particular effect of anyone of these little changes
was.

Representative HAMILTON. So, you are not able to cite then any
generally accepted economic research that finds that tax incentives
have a significant impact on household saving?

Mr. DARMAN. Oh, no, quite the contrary, Mr. Chairman.
Representative HAMILTON. You are able to?
Mr. DARMAN. I would be happy to submit an annotated bibliogra-

phy on that point. But, may I just defend myself in advance and
say I could also submit an annotated bibliography to rebut it.

The problem is not that there aren't studies. The problem is that
the studies conflict with each other.

[The following bibliography was subsequently supplied for the
record:]
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Representative HAMILTON. Let me ask you a question I'm sure
you have been presented with many times and that's just what is it
the administration means when they say no new taxes?

I might say to you that I wrote a letter to the President back on
May 22, 1989, asking that the President clarify his position with re-
spect tc nC .^.Z taxecs. Anad, Tom vBaiting fo _-n n-.

Mr. DARMAN. When was it sent?
Representative HAMILTON. Now, Mr. McClure has been very

polite. I've called him a few times and asked him for a response
and he has always told me that he's going to get one for me.

So, I thought I would just get it from you this morning. What do
you really mean when you say no new taxes?

You obviously have put taxes in. You've just submitted a list of
20 proposed tax increases that will raise $13.9 billion in fiscal year
1991. And, yet when the President is asked on this over and over
and over again, he says no new taxes.

So, you have one very confused Congressman up here.
Mr. DARMAN. Mr. Chairman, you are right that I've been asked

this before. And, I'm trying to think how in the world to spare
you--

Representative HAMILTON. How you answered it last time?
[Laughter.]

Mr. DARMAN. Well, I know how I answered it. [Laughter.] What
I'm trying to do is spare you the misery that others have gone
through. [Laughter.]

When I was being confirmed, 26 years ago it seems, I was foolish
enough or smart enough, I'm not sure which, in advance to submit
in response to a written question the so-called duck test. That led
to 7 hours of inquiry as to the meaning of a duck.

And, we went through every-at least every conceivable to me-
hypothetical about what might or might not be a duck. Now, to my
knowledge, that's the most complete answer to this question that
has been provided. But, it took 7 hours.

And, I wouldn't wish to have you have to go through that. So,
could I provide that for the record?

Representative HAMILTON. Well, you certainly may provide it. It
won't be very satisfactory I can tell you.

I know that-
Mr. DARMAN. I will tell you one further thing.
Representative HAMILTON [continuing]. This is a question that is

kicked around a lot, but it seems to me that when a Member of
Congress is trying to think ahead with regard to the requirements
of the Nation, and when he or she has to go in and vote with re-
spect to all kinds of fiscal matters, that it's an essential ingredient
in all of that to know the President's position with regard to taxes.

All of us understand that if the President doesn't want a new
tax, you are not going to have a new tax in this country. We all
understand that. And, if the President favors a tax, then there is a
chance. So, it becomes an important matter.

As I look at all of these budget proposals, I ask myself over and
over again-and I try not to do it in a partisan way-I ask myself
over arnd over again, what car. the President accept?

Now, if you take those words on their face, no new taxes, that's
very clear-and you don't need 7 hours of testimony and you don't
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need to redefine duck a 100 times-it's very clear. No new taxes is
very clear.

And, that's the President's position.
Mr. DARMAN. But, the problem, Mr. Chairman, is this--
Representative HAMILTON. But, along comes your budget--
Mr. DARMAN. No. Here is the reason that I think that the so-

called duck test arose. And, by the way, I should note it has also
been put aside. Let me get to that in a minute.

But, the reason it arose is that-the no new taxes statement
arose, as we all know, in the context of a national political cam-
paign. And, it was originally-it gained its power as a political
statement. It wasn't a statement of-it is a statement of economic
policy, but it was-that is not what gave it its force.

What gave it its force was the political context in which it arose
and the fact that it was a defining political distinction to the aver-
age ordinary American.

Now, the duck test arose because it was a way of saying when
asked, how are you going to know whether you violated that test?
The answer is by the same political-not economic-test, political
test.

When the average American thinks that the policy has been
adopted that raises taxes, that will be when there have been new
taxes. All the rest is--

Representative HAMILTON. Does it matter what we think in the
Congress?

Mr. DARMAN. Oh, sure. But, I was just saying in political terms-
if you ask what did it mean in political terms, in political terms
the test is with respect to a general public.

And, I think the Congress, individual Congressmen and the Con-
gress collectively, have an excellent sense of when you cross a line
and are doing something that appears to be to the general public a
tax increase.

Now, could I just go on for a second, because I'm really not
trying to be evasive. I hope to clarify something.

Representative HAMILTON. Yes.
Mr. DARMAN. Clearly, even in our first budget revision on Febru-

ary 9 of last year, there were proposals in there which literally
could be interpreted as tax increases in the narrow and nonpoliti-
cal sense. And, in the same literal sense you can find, as you have
done in our budget, a number of proposals which could be con-
strued as "tax increases."

You then get in an endless sophistic debate, and that's what took
the 7 hours. It was 7 hours of almost playful sophistry.

Now, Senator Bentsen at the start of this year gave me some
advice which was, "If you would like to be constructive this year,
put the duck test aside. Don't apply the duck test. I don't want to
hear about ducks anymore." So, I've tried to--

Representative HAMILTON. And, then you just brought it up.
Mr. DARMAN. That was a year prior. That was a year prior, and I

was just trying to incorporate it in the record because you asked
what is the definition. That's the history of the definition.

Representative SOLARZ. Mr. Chairman--
Mr. DARMAN. Could I just finish this?
Representative HAMILTON. Sure.
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Mr. DARMAN. It will take one more second. What I've tried to do,
and it's actually in this statement here-what I've tried to do is
switch the emphasis and say: Look, can't we put that aside for
awhile? Let's talk about what helps produce economic growth. Let's
apply a growth test.

And. that at least will eet us to m em xtenit nut of t.hp nolitics1
vocabulary and into an economic vocabulary. To the extent we are
reaiiy serious about doing pubiic poiicy, constructive pubiic policy,
work here and not just having a political posturing--

Representative HAMILTON. Does that mean the administration's
position is that any tax increase is going to be antigrowth?

Mr. DARMAN. No, because, as you have pointed out-and we
could argue about the semantics-there are elements in here. I
mentioned one. The aviation user fee or tax increase of 2 percent
is not going to hurt growth. It will probably actually help growth.

Representative SOLARZ. Mr. Chairman, would you yield for one
question?

Representative HAMILTON. Congressman Solarz.
Representative SOLARZ. Thank you very much, Mr. Chairman. In

addition to the duck test, there was one other major ambiguity
about the President's pledge, and perhaps you could clarify it on
this occasion.

Do you understand his pledge on no new taxes to be applicable to
his first year as President, to his first term as President, or to the
duration of his presidency, however long it may be?

Mr. DARMAN. Thank you, Congressman Solarz. I realize now that
this committee has not had the misfortune of having to deal with
me before.

May I tell you about another troublesome thing I've said in re-
sponse to this question, which I have had many times? I have
always answered as follows: When asked for how long does the no
new taxes pledge apply? I say: For the time being, forever.

That normally leads to 2 hours' worth of questions.
Representative SOLARZ. For the time being--
Mr. DARMAN. For the time being, forever.
Representative HAMILTON. My time has expired, Mr. Darman.

Perhaps I could get you to assure me I will get an answer to my
letter.

Do you think you have enough clout to get that done down
there?

Mr. DARMAN. I think I could get a letter to you by--
Representative HAMILTON. All right.
Mr. DARMAN [continuing]. Tonight.
Representative HAMILTON. All right. [Laughter.]
Congresswoman Snowe.
Representative SNOWE. Thank you, Mr. Chairman. Mr. Darman,

I assume that there are a number of reasons why, in terms of eco-
nomic policy, there is a no tax increase pledge on the part of the
President.

And, perhaps you could comment on what the impact would be
to increase taxes at this time, especially on the heels of nine-tenths
of a percent growth in the last quarter, and I gather we will be get-
ting the figures in April.
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And, I would like to hear what your projections are for that
growth.

But, we obviously still are very much concerned about what is
happening in the economy and what would be the impact of Mr.
Rostenkowski's proposal for tax increases, in almost every year,
with the exception of corporate tax increases, but consumption, pol-
lution taxes, income tax increases.

Mr. DARMAN. As I suggested in the statement, I do not believe
that it would. And, I believe it would marginally hinder economic
growth, marginally.

It's not a major drag on economic growth as proposed, but it
would be a marginal drag in my opinion.

Representative SNOWE. Why? Is it the kind of taxes?
Mr. DARMAN. Partly because of the kind of taxes, partly because

we have a $5.5 trillion economy roughly, and we are talking in
total of about $29 billion. It's barely half a percent of GNP.

Representative SNOWE. Right. But--
Mr. DARMAN. I'm not saying it's insignificant but it's, in the

grand scheme of things, small.
Representative SNOWE. In the overall economy?
Mr. DARMAN. In the overall economy. I mean, as the chairman

has pointed out, our own budget does not have 13.9 billion dollars'
worth of revenue increase in it. And, Chairman Rostenkowski's is
about $29 billion.

So, what you would have to be saying is that that extra $16 bil-
lion is, in a $5 /2 trillion economy, going to be a really significant
number. In my opinion, it isn't a really significant number.

It's more these differences: One, that you've referred to, the com-
position. We think ours is more prosavings and investment than
his. We think that increases in income tax rates for a variety of
reasons are not progrowth. So, that's one distinction.

And, the second very important one that the chairman has re-
ferred to is that Chairman Rostenkowski's plan would abandon
Gramm-Rudman. While we think Gramm-Rudman needs to be im-
proved, in that it's highly flawed, we also think there needs to be
some continuing discipline in the system.

And, the reason I mention this in the context of your question
about taxes is another point the chairman has raised, long-term in-
terest rates, to the extent that long-term interest rates are influ-
enced by people's psychological perception of what future deficits
are likely to be and how they are going to be financed.

If people, sophisticated analysts in the long bond markets, think
that the Congress has just enacted a tax increase that is not, in
fact, ultimately going to contribute to deficit reduction because the
restraint on spending has been abandoned, then you would have an
adverse effect from that as well.

And, so it's for this variety of reasons that I think that it's not
progrowth.

Representative SNOWE. Well, I recall back in 1983, I think it was,
when former President Reagan made an agreement with the legis-
lative leadership in Congress that for every $1 raised in taxes there
would be $3 in spending reductions. Well, we got the $1 increase in
taxes but we didn't get the $3 spending reduction.
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I've been around here for the last 10 years, and it's almost as if
we don't get serious about deficit reduction unless we are all will-
ing to agree on a tax increase, when, in fact, the revenues have
doubled in this last decade by over $500 billion.

We expect revenues to increase this year over last year by $96
bill" To.i T.-+tekolrw-ki's nirn. there is significant automatic
growth in revenues as well as automatic growth in spending over
and above what he is also recommending.

I think that we haven't become serious in that respect in terms
of deficit reduction over the last 10 years, so now we are trying to
make up for lost time.

And, if we were to repeal Gramm-Rudman, I would agree with
you that that would be a very serious setback because at least we
have been able to control spending under Gramm-Rudman, where-
as before that time we were not able to do that.

Mr. DARMAN. Could I make a general point and ask maybe that
if my answer is too long it not count against your time?

Representative SNOWE. That's all right. You can go forward.
Mr. DARMAN. I first worked on a variety of the Rostenkowski

plan in I think the summer of 1981 when, as you recall, in the
early aftermath of President Reagan's two big economic initiatives,
there was discussion within the Congress about a possible fiscal
policy correction as soon as that fall in the second, what was then
the second, budget resolution. It doesn't exist anymore.

And, there was a bipartisan group interested in something very
much like Chairman Rostenkowski's plan. I had some interest in it
at that stage. It wasn't of the magnitude that it is now, but the gap
was very much smaller then, too.

What I think I've learned in the intervening years is that if
there is ever going to be a substantial and meaningful fiscal policy
correction, it does have to include some of these boring issues that
people don't-that don't have much political heat associated with
them, but the public would ultimately benefit from, like serious
budget process reform and credit reform, preposterous as that may
seem; because, if you look at the long-term problems, substantively
you have to get at credit reform. And, politically, you have to get
at process reform if you are serious about controlling the deficit.

That's what I think we've learned in a bumbling way in the in-
tervening decade. So, if we ever do get to the comprehensive negoti-
ations that people have been talking about now for a decade, I hope
that the end product can include something which is responsible
with respect to these other subjects, that don't have anywhere near
the political attractiveness.

But, if we are ultimately going to be serious, they have to be part
of the equation, which I think is consistent with a point you were
perhaps suggesting.

Representative SNOWE. One other question. Concerning Mr. Ros-
tenkowski's proposal, what taxes does the administration find most
objectionable besides the income tax? The excise taxes?

Mr. DARMAN. We haven't tried to-we haven't thought it con-
structive to go through and point out line by line the negatives. All
of our positions on these things are so well known that I don't
think--

Representative SNOWE. The reason why-

29-868 0 - 90 - 11
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Mr. DARMAN [continuing]. There is a lot of mystery. What we
have been trying to do is at least get people to realize this is a seri-
ous proposal, and it is in radical contrast with other things that
we've been offered to date.

And, to be more particular, it's in radical contrast, if I may say
in some frustration, with the approach taken by those who in ses-
sions less polite than this one blast the administration for its fail-
ure to appreciate the seriousness of the deficit problem, and that it
is really two, three, four, five times as large as we say, and then
propose to increase the deficit by $55 billion.

You don't-it's absolutely baffling what you are supposed to do
in a situation like that. Or, to pick another approach, both Chair-
man Sasser and Chairman Panetta have budget process reform
bills of their own. And, they start with the same premise, that the
deficit is much larger, that our economic assumptions are not ap-
propriate, so on and so on and so on.

And, the implication of all of that is that you need to be more
serious about deficit reduction. And, then in Chairman Sasser's ap-
proach, he proposes $13 billion in deficit reduction. And, in Chair-
man Panetta's, $30 billion.

Now, even CBO says ours is more than $30 billion. And, so it's a
bit frustrating at times.

Representative SNOWE. Thank you.
Representative HAMILTON. Congressman Scheuer.
Representative SCHEUER. Thank you, Mr. Chairman. Mr.

Darman, it's a pleasure to have you here today. It's always intellec-
tually challenging and stimulating to discuss these matters with
you.

You and I have spoken in the last couple of days privately, and I
regret having to go over some of these things again but I will, be-
cause I think my questions and your answers are both important
enough to put in the record.

It seems to me that many of the assumptions that were cranked
into your budget process 60 days ago or 90 days ago have almost
become obsolete now. There has been such a breathtaking change
in the world situation that if cranked into the process would free
up enormous amounts of expenses in the budget.

You heard Robert McNamara recently talk about a recommenda-
tion of reducing our defense budget by 50 percent over a 10-year
period, and that would be at the rate of presumably $30 billion a
year. Mr. Webster testified on the Hill a couple of weeks ago that
he felt that many, if not most, of the changes that had taken place
in the Soviet Union and Eastern Europe were probably irreversi-
ble.

I think if you had Mr. Webster here sitting next to you at that
table, he would say just in view of what has happened in the last
48 or 72 hours that they are even more irreversible.

Mr. Gorbachev has now, according to the elections we heard
about yesterday, received a 5-year term in a much more powerful
presidency. His chief opponent on the right, Mr. Ligachev, has vali-
dated his policies of doing it my way, letting him go. Mr. Ligachev
said that the answer to Lithuania's problem is not tanks. Tanks
are not the solution, he said.
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So, here we see the continuing systematic disintegration of the
Eastern bloc. The Warsaw Pact, to all intents and purposes, doesn't
exist as a serious factor. You've seen the bitter Soviet criticism of
Mr. Castro, who has been a constant thorn in the side of Mr. Gor-
bachev. You've seen the change in Nicaragua. And, it seems to me
that there will be a lot less Soviet arms flowing to Nicaragua-
none to Nicaragua and a very much reduced flow to Cuba.

i Lutn'ifl U Lht- itugivilul illLabUiikLY VI le Mvidude Eart, you ve
had not only a cessation of aid from the Eastern European coun-
tries that were such great supporters of the PLO and the Arab
States, but now Poland, Hungary, Czechoslovakia, and Romania
have recognized Israel, as have eight African States.

And, I think in the new era there will be a lot less arms material
flowing from the Soviet Union to the Middle East, to Syria, for ex-
ample, a lot less help from the Eastern European States that were
the prime suppliers of training of military intelligence of all kinds,
of funding, of training camps in their own countries for PLO and
other terrorist groups.

So, it seems to me that the question of a serious Soviet threat
and the real diminution in regional insecurity means that there
are awesome possibilities of reduction in the military budget.

Now, to add on to this emerging trend of the Secretary of De-
fense McNamara, the CIA Director, Mr. Webster, now we have
four-star General Andrew Goodpaster coming down here a few
days ago, Commander of the European Theater. He spent his whole
life in strategic analysis, his whole professional life in the Army.

And, he tells us that we ought to be-and I use his exact words-
"on a structured, downward glide path that would reduce our de-
fense budget 50 percent in 5 years." Now, you are talking about
$30 billion a year for 5 years to cut the $300 billion defense budget
down to $150 billion.

Now, admittedly, the impact in the first year will be very small,
in the second year modest, but by the time the third and fourth
year rolls around you have a lot of savings cranked into that pipe-
line from all kinds of downsizing of our military capability.

And, of course, he would be the first to recommend, and I guess I
would be the second-Lee Hamilton and I would be second and
third-that if by any chance there could be, might be a change in
that situation, this downsizing would have to be quickly reversible.
But, we know from the fact that the Warsaw Pact doesn't exist,
that the time that we would have, the warning that we have,
would be several months instead of perhaps several weeks.

So, you would have time to change that course and to reverse
course if necessary.

Now, I want to assure you that I'm not being partisan, because if
I were President Bush I would think the opportunity to put $30 bil-
lion into the economy in improving our education system so that
he would be the education President, in improving our health care
system and including 31 million Americans who are excluded now
would make him the health President, spending money on environ-
ment reform, on global warming and acid rain, all of the things
that concern Americans, that would make President Bush the envi-
ronment President.
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To have that order of magnitude of resources to work with in the
last year or two of his administration, of this 4-year term, to me
would provide the most incredible political credits for him. I say
this with some tinge of regret as a Democrat.

But, in terms of our country it would be glorious, and I suppose
if the President can, and should, take credit, so be it. He's entitled.

All of this is such a breathtaking prospect that I can't under-
stand why there has been no serious consideration of reductions in
our defense capability that have been validated in the last few
days, since Mr. Gorbachev has consolidated his position for 5 years,
since Mr. Ligachev has shown himself to be not a strident opponent
of this devolution of Soviet power and the gradual unraveling of
the Eastern bloc.

This has to come, of course, from the President and the National
Security Council. It would be the National Security Council that
would spell out the kind of considerations that I've just mentioned,
the reduction in the Soviet threat, the reduction in the problems of
regional instability in the Middle East and the Caribbean, the re-
duction and likelihood of terrorism since the arms master for ter-
rorism has now changed that perception.

Isn't there any hope that the kind of thinking that McNamara
and Webster and General Goodpaster have evidenced will be
cranked into the process?

And, I just have to say again, that to me it would present the
most extraordinary political opportunity for President Bush to
make changes in this American economy and to meet our vast
unmet needs, educating a competent, competitive work force for
the next generation of global competition. It seems to me the politi-
cal rewards are so obvious that they beg a description.

Are we going to hear some encouraging words on a major plan,
structured plan, for downsizing the military over a 5- or 10-year
period with all the implications that has for the economy and for
our society?

Mr. DARMAN. Thank you, Congressman Scheuer. I think you are
certainly right, and it's trite of me even to observe that the
changes are, of course, dramatic and more rapid I think than
anyone that I know who is a professional in the business of analyz-
ing these issues, more rapid than anyone expected.

It was widely expected that there would be an acceleration of
change within the Soviet Union due to their economic troubles and
other considerations. It was expected somewhat less widely that
there would be a hesitancy of the Soviet Union to enforce the
Brezhnev doctrine by force.

What I think no one that I know of-certainly if there is some-
one, he is a very lonely character, what no one expected was that
you would see this domino effect in Eastern Europe so rapidly.
There were people who thought it might be over 5 years, 7 years,
10 years. I don't know anyone who thought you would see in a
matter of months the kind of change that we've seen.

So, I agree with your premise about the rapidity and significance
of the change. I think the part that makes it "irreversible"-I
think that's too strong a word, but the part that makes it more sig-
nificant from the standpoint of planning for defense purposes is
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this very last part, the part that has to do with the Warsaw Pact's
decomposition.

Representative SCHEUER. What I'm asking is, is the administra-
tion going to respond to that whole new open window of opportuni-
ty?

Mr. DARMAN. Yes. I believe that you-that we were fortunate in
putting the budget iogether, that this extraordinary set or events
tonic nlese hafnrp we QiihmittPrl t.hc hildap.

And, so for the first time, you have a President proposing 5
straight years of negative growth for defense. No President has
done that before, minus 2 percent a year in real terms.

That's not insignificant. And, if I-I know it doesn't fully satisfy
you, but it is a 'structured downward glide path," if that's what
General Goodpaster said.

Representative SCHEUER. General Goodpaster proposed 10 per-
cent a year for 5 years. It's--

Mr. DARMAN. Well, I didn't--
Representative SCHEUER [continuing]. A big gap there.
Mr. DARMAN. I didn't --
Representative SCHEUER. Rostenkowski used 3 percent, you were

2 percent, Goodpaster is 10 percent. And, that includes a whole
new perception. And, it may have flowed from some of the things
that have happened only in the last week or 10 days, admittedly.

Mr. DARMAN. I don't-I didn't unfortunately see or read General
Goodpaster's testimony. He and I used to be office mates at the
Woodrow Wilson Center years ago, and I have great respect for
him. But, I haven't seen his testimony, and so I apologize for that.
But, may I just mention a few facts about our own and then a
couple of complications?

Our proposal translates into, as I suggested before, about $100
billion measured against the baseline over 5 years, against the CBO
baseline, in reduction. That's not insignificant.

And, it grows in the outyears. It grows up toward-I have it
here-roughly $40 billion a year. That's a very significant number.

You could say that it could be even more significant, but that's
not insignificant. That's substantial.

The second point is this: The baseline does not fully price the
previous defense program. If you fully, fairly, accurately price the
previous-what I call Before the Wall Fell Down-program the
savings would be probably more on the order of $230 billion.

So, something significant is going on in the restructuring that is
involved in our budget. It is not as if $230 billion relative to the
correctly priced version of the previous program, it's not as if that's
nothing.

If we were looking at what is happening in the first year in de-
fense the same way we look at, say, Medicare in budgeting, we
would say that it's a $22 billion cut in the first year. Now, we have
a double standard in the way we look at these things.

We don't measure defense against the full pricing of the previous
program, which is what we do in Medicare. We measure it against
an artifical baseline.

So, anyhow, for all of these reasons, I think that a case can be
made that there is-you are talking about very substantiai reduc-
tions even in the President's program-very, very substantial ones.
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Now, when I said a couple of complications, yes, it is undoubtedly
the case that there is a major shift with respect to planning for a
European war. But, unfortunately that isn't all there is to the
world, as you know every bit as well or better than I.

I disagree with something you said, or maybe I shouldn't say I
disagree. You said something in passing about a reduction in ter-
rorism, and I think you qualified it, and I would agree with the
qualification.

There may be, we don't know yet, but there may be a reduction
in terrorism that would be sponsored by the Soviets. But, that isn't
the only source of terrorism in the world.

And, as you and I have discussed privately, as you suggested,
there is a terrible problem that is a natural outgrowth of techno-
logical advance which is that you can pack more and more destruc-
tive capacity into smaller and smaller packages. And, as you can
pack more and more destructive capacity into smaller and smaller
packages, undetectable packages, you create more and more oppor-
tunities for what we might call third party, nonbig power, mischief
that would border on radical terrorism.

Now, what do we do about that? We have a world in which we
are going to have to pay increasing attention to that.

I'm not pretending that that means that you have to have five
more divisions in the Army. It's going to mean entirely different
things. And, we have to think through exactly what it would mean.

Or, for example, we have states that previously you would not
have thought likely to be able to launch ballistic missiles in your
planning horizon that are now going to have the capability, or
states that wouldn't previously have had the capacity to put satel-
lites in orbit that themselves have potential destabilizing effects.
What are you going to do about that?

I'm not saying that these argue necessarily for an enormous de-
fense structure. But, they do argue against a rush to reorient de-
fense as if the only thing that happened in the world-the only
thing that mattered in the world were the prospects for conflict
within the short term in the European theater.

There are two further points. One is the issue of new roles for
the military or a change in the mix. An awful lot of people in Con-
gress have been asking-in previous years it was the Pentagon that
was resisting; that's not so now-that the Pentagon play a larger
role in drug interdiction.

Representative SCHEUER. I've been one of them.
Mr. DARMAN. Right. And, of course, you have to have helicopters

and ships and men and fuel and things that cost money to do that.
And, so even though they may not be on their way to a European

war, they may be of some real social value if they could be used in
a way that would, for example, stem the flow of drugs into the
country.

So, I think that has to be in some way factored into the equation.
And then, one other way: To the extent that we think of defense

as an instrument of national security protection and the advance-
ment of American interests, you correctly point out that we could
take some of the savings and allocate them in ways that would in-
crease U.S. competitiveness, which is going to be increasingly im-
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portant in a world where military conflict among superpowers has
decreasing relative importance. I agree with that.

We've tried to make some of that, a modest shift in that direc-
tion in our budget.

But, in addition, there probably has to be a shift of resources to
more economic assistance in the foreign policy domain. It's wonder-
rui that; Panamia and Nii.;aicgua hlave -Vu- ill domr.3atiz rz-_
tionf hut. now it's going to take a lot of economic assistance to help
assure that they can benefit from the political change.

And so, all I'm noting is what you already know. It's a bit more
complicated equation that just-I think at least-taking an arbi-
trary number and say: Well, it can be half as large, what's the per-
centage that gets us there, and let's just do it, boom.

Representative SCHEUER. Thank you.
Representative HAMILTON. Congressman Upton.
Representative UPTON. Thank you, Mr. Chairman. And, Mr.

Darman, welcome. I apologize for being a little bit late this
morning.

As a former OMB aide, I was used to David Stockman, Joe
Wright, and Jim Miller all being about a half hour late. And, I un-
derstand you were on time. Your testimony arrived 48 hours ago.
Our testimony always arrived hot when we arrived. [Laughter.] Re-
markable changes. Congratulations.

I have not seen Chairman Rostenkowski this week on the House
floor. Certainly, we've talked a little bit about his proposal this
morning and there have been a number of newspaper articles over
the last couple of days as well.

I would be very interested in your comments with regards to the
Social Security COLA freeze for 1 year. Many would say that that's
political suicide.

I note that Chairman Rostenkowski is unopposed, so I guess you
can't-label it that way.

What were your thoughts with regard to the COLA freeze for
Social Security as a component of its overall pattern?

Mr. DARMAN. Well, first, thank you for noting the important
changes to OMB. [Laughter.]

Representative UPTON. I note you have some of the same staff as
well.

Mr. DARMAN. Well, maybe we have a controlled experiment to
allow us to account for the change in the delivery of the testimony.
[Laughter.]

We have proposed, as you know, in our budget a COLA freeze on
retirement programs other than Social Security with an exemption
for certain disabled people.

And, I think I would probably have to say in fairness, and it
wouldn't surprise you, that one reason that we did not propose to
extend it to Social Security was political. It did not seem to us to be
achievable, given the political history on this subject.

It is somewhat awkward to explain the inconsistency in the
treatment. And, while you can explain it, full disclosure requires
confession of there being a political element in the judgment that
you ought not to extend it to Social Security.

There is another reasons which is that if you look at Social Secu-
rity as an:-independent system-that is supposed. to be actuarially
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sound, if you reduce the benefits you ought also to have some off-
setting reduction in the receipts. And, if that's the way you were to
manage this, then you wouldn't actually have it contribute to defi-
cit reduction at least not over the long term.

So, we followed a different approach. We achieve through other
mandatory program changes that we recommend about the same
amount of savings, actually a little bit more than Chairman Ros-
tenkowski would, without touching the Social Security COLA.

It was our judgment that these other program changes we recom-
mend-also some of them politically difficult-were all clearly de-
fensible on the merits, and that would be the better way to go.
That continues to be our position.

Representative UPTON. You indicated in your testimony earlier
and in the questions with Congresswoman Snowe that you thought
that Gramm-Rudman was highly flawed, that you throught that we
needed some serious debate in both budget reform as well as credit
reform.

I would be very interested to know some of your thoughts, specif-
ically with regard to Gramm-Rudman. Do we need a second snap-
shot versus the one that occurs in the call for sequestration?

Or, do you think that the present timeline that we have leading
to a balanced budget by 1993 is reasonable? Should we look at per-
haps stretching that out and look at some of the things that Sena-
tor Moynihan has suggested with regards to the Social Security
trust fund surplus?

What are some of your thoughts and recommendations that you
would make with regard to budget reform as we look at perhaps a
comprehensive package?

Mr. DARMAN. I think the--
Representative HAMILTON. We have a vote--
Representative UPTON. We have to vote. Can the gentlemen

finish?
Representative HAMILTON. Yes.
Mr. DARMAN. Go ahead. I'm more than--
Representative UPTON. Keep going. Go ahead.
Mr. DARMAN. I will be more than happy to wait.
Representative UPTON. To pass? [Laughter.]
Mr. DARMAN. No. Well, I can answer your question quickly.
Yes, we think there should be a second snapshot. I think that

this existing Gramm-Rudman loophole is just ridiculous. It makes a
mockery of the whole system.

And, if we are going to try to be serious about a system that has
a fail-safe discipline, it can't be one that says it applies until Octo-
ber 15 and thereafter it's irrelevant or you can waive it with a self-
executing rule in the House and have no consequences. I mean,
that is just phony squared or cubed.

And, I mean, the perfect case is this situation I just mentioned
with the RTC financing. We can come along now and say we are
going to do RTC financing through the Federal Financing Bank.

Maybe it will be-who knows-$40 billion more. We don't know
yet. But, it's going to be a very large number this year, increase
the deficit, the fiscal year 1990 deficit, by that amount, and then
there is absolutely nothing in the system that even pauses to care.
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So, the discipline associated with it is nonexistent as long as that
loophole exists in the form it currently exists. So, I put very high
priority on fixing that element.

On changing the targets, I think it would be a mistake to change
the targets at the start of any such process. If you had a really seri-
ous and responsible Dackaae that Drogrammatically addressed the
deficit problem first, and that were agreed to, then I think the
Ptepeope WilU jUgt .Ug1_UU tU LRIL,-1i we M1-uuu evei- 1VeaC',1 OuL,1 a
happy day-should lock themselves in a room and stay there until
they also agree on process reforms.

But, if they do it the other way around, if they start with process
reforms, we have an outstanding change of ducking all the sub-
stance by concentrating on the process and that alone.

Representative UPTON. Let me just ask one other question if I
may.

Representative HAMILTON. Sure. Or, you can have time when you
come back if you are able to come back.

Representative UPTON. Why don't I do that?
Representative HAMILTON. All right. Mr. Darman, we have to

vote, so we will take about a 15-minute break.
Mr. DARMAN. Yes, sir. Thank you.
[Whereupon, the hearing was recessed at 11:10 a.m., to reconvene

at 11:25 a.m., this same day.]
Representative HAMILTON. The committee will come to order.
Congressman Upton.
Representative UPTON. Thank you. I was probably, like all Amer-

icans, very disappointed to see the real GNP growth rate, 0.9 per-
cent for the last quarter, as they were released.

How is this number now going to affect the administration's
budget projections? What is your timetable, and what are your
thoughts with regard to that likelihood of sequestration?

What point, in other words, are you going to be addressing these
newer, lower growth projections?

Mr. DARMAN. Well, we don't-we are not obliged to reflect the
changes in economics until July, as you know, at which point we
will be able to incorporate three quarters of information, three cal-
endar quarters of information, that was not available when we put
out the budget in January.

And, right now we've only one of those three quarters. So, I can't
tell you what the revisions will be in July, since two out of the
three quarters are unknown.

It appears that the quarter we are in now shows signs of some
rebound. Whether it will be enough over the course of these quar-
ters to get us back on the path that we have forecast in January, I
just can't say.

If, as I suggested earlier before you arrived, Congressman Upton,
we were to get back exactly on course right away, there would still
be an adverse effect of $6.2 billion roughly in the July estimate of
the 1991 deficit.

If we were to get back on course just by smoothing the curve
back, not just leaping back, the effect would be probably more like
$12 to $15 billion, adverse effect, on fiscal year 1991.

So, it's going to be quite important to see how the economy actu-
ally performs before we do the reestimates. When you say chances
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of sequester, there are three very large variables influencing the
probability of sequester, all three of which unfortunately are un-
known at the moment.

One of them is the one you've touched on, what happens with
the economy. A second is what will happen with respect to the
RTC, where, as I suggested earlier, it could be anywhere from plus
$20 billion to minus $20 billion.

It's not inconceivable you could have financing for the RTC turn
out in a perverse way to offset the adverse effects of slower eco-
iiomic growth. That's exactly why the RTC scoring convention is
absurd.

And, of course, also very importantly, the third element is what
the political system is going to do, whether we will, in fact, have
any substantial deficit reduction agreement. Right now, you would
have to say the odds on a large sequester are very high.

But, that's today. A lot can change, as we all know, before you
actually get there in October.

Representative UPTON. What is the impact of the highway trust
fund on the deficit?

Earlier last week, Secretary Skinner testified on the administra-
tion's transportation plan before the House Public Works Commit-
tee. One of the things that he had indicated was that expenditures,
in fact, exceeded the revenue into the trust fund, if you did not
count the interest toward that the last couple of years.

And, he indicated a willingness to spend down the trust fund to
help the infrastructure if, in fact, we could get some resolution in
terms of what the overall plan would look like.

How does that jive with your thinking at OMB?
Mr. DARMAN. Well, it is the case I believe-I'm just looking at

the numbers here-that for 1991 we would propose to expend about
$14 billion from the highway trust fund, and we would receive tax
receipts to the fund of $13.76 billion. So, Secretary Skinner's point
is correct.

We would be, on a cash basis, spending more than we received.
That, by the way, is a misconception about this trust fund and
many other trust funds, as I know you know, that over the past
many years on a cash basis the trust funds are not accumulating
surpluses.

On the question of whether the trust fund should be spent down,
I didn't see exactly what Secretary Skinner said, so I would hope
I'm not in disagreement with him.

There is, as you know, the Byrd amendment which limits the
extent to which trust fund balances, highway trust fund balances,
can be spent down. And, it limits them to that year's obligations
plus the next 2. Excuse me. That's right.

The trust fund-excuse me, I've stated it incorrectly. The trust
fund balance plus the next 2 years' expected receipts have to be
less than or equal to the obligations.

That's sort of rule of prudence. And, I think it's not an unreason-
able rule.

Right now, for example, I think the trust fund balance is on the
order of $10½2 or $11 billion. I'm going from memory. And, the obli-
gations are on the order of $30-some-odd billion.
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And, so to say that you ought to have "on hand" in balance a
third of what it's already known that you are committed to have to
pay isn't imprudent. It strikes me as prudent.

To put it the other way-around, what it's really saying is if you
shut the highway program down and you followed this policy, you
would still need to continue the gasoline tax for at least 2 more
years in order to pay for what you are already committed to. unat
sirikeb i: ab fia y j'e.n1 -- `-

Representative UPTON. Let me ask one more question, and I will
yield back to the chairman.

In your introduction to the budget, you noted some of the various
budget baseline concepts in use. As you know, in this city, that of-
tentimes any reduction in the size of a projected budget increase is
considered a budget cut, which is pretty hard to explain outside of
the beltway.

What is your estimation of the best way to measure the level of
Federal outlays vis-a-vis the previous year? Current services?

Mr. DARMAN. No, just that way. If you will pardon my saying,
you answered your own question.

If you are going to measure against the previous year, the best
way is against the previous year. It's about that straightforward.

Representative UPTON. I yield back.
Representative HAMILTON. I would like to get your impression of

some of the CBO studies that have come out with respect to the
shifting burden of taxes and the general question of fairness.

To refresh your recollection, let me say that the studies have
found that the percent of income paid in taxes by the richest 5 per-
cent of Americans fell from 29.5 percent in 1980 to an estimated
26.7 percent for 1990. At the same time, the tax burden for the
poorest, next to poorest and middle fifths of the population have all
gone up.

And, the reason for that, the CBO said, was the increased reli-
ance on Social Security payroll taxes which, of course, are levied
only on earnings and only below a maximum amount.

Now, I'm interested in your reaction to that. Are you comforta-
ble with this shift from income to payroll taxes as sources of Feder-
al revenue? That's the first question.

Mr. DARMAN. Mr. Chairman, I think that the shift has to be
viewed in conjunction with another very important shift, which is
the shift in the pattern. of payments by the Federal Government.
You are talking about the receipt side where there is a heavier
burden borne by social insurance taxes.

If you look at the outlay side, you will see that on the outlay side
of the budget there is also a corresponding increase in the propor-
tion of the budget that is going to social insurance payments.

And, so I would answer your question this way: I would say, as
long as there is a fair correspondence between the increase in the
burden on the way in and the increase in the expenditure on the
way out, I would think that sound.

Representative HAMILTON. You think that balance exists today,
and you are not disturbed by the trends?

Mr. DARMAN. Let me-I'm not sure you can see, but I think you
can see the pattern.

[The witness is referring to a document he is displaying.]
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Representative HAMILTON. I can see it. Yes.
Mr. DARMAN. This--
Representative HAMILTON. Without objection, we will make that

chart a part of the record. I presume that's all right with you?
Mr. DARMAN. Yes, it is. Thank you.
[The chart follows:]
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Mr. DARMAN. This line is showing what has happened to social
insurance receipts as a percent of total receipts, this lower line.
And, as your question suggests, it is going up from something that
looks like around 17 percent to something that is around 35, 34
percent, something like that, roughly double.

And, this line-the higher line is what has happened to pay-
ments to individuals as a percent of total outlays. And, it goes from
roughly 25 percent of the budget up toward close to 50 percent.

So, they both double. And, I would say that relationship is the
right one to look at and is roughly fair.

Representative HAMILTON. And, so the thrust of these studies,
then, you think are not cause for concern-I guess that's the way I
would put it- because of the payments figure?

Mr. DARMAN. No. I mean, it depends on what-I think it depends
on what one is trying to do with them.

I think that if you look at these two in conjunction-which is
what I think is the fair way to look at them-you then have to ask
yourself though, are you comfortable with such a large share of the
Federal budget going out in the form of payments to individuals?
Do you want that trend to increase? Do you want it to get over 50
percent, which is where it's headed?

If the answer to that is no, then consistent with the point I'm
making, you should also not want the trend in social insurance re-
ceipts to continue to rise. You should want it also to flatten.

And, if you were to ask me, I would like them both to flatten. So,
to that extent, I think that it's useful data to look at.

Representative HAMILTON. So, if I understand you, in sum, you
are saying to me that you are comfortable with the shift from
income to payroll taxes, because it's offset by the benefit pay-
ments?

Mr. DARMAN. That's roughly right. There have to be other con-
siderations, though, two others that-one I mentioned, which is the
percent of the total budget. You don't want it to just keep going up.

Representative HAMILTON. I understand.
Mr. DARMAN. And, the second one, which I haven't mentioned, is

that you don't want there to be an excessive burden-and it's again
judgmental-on the cost of labor or you are going to have an ad-
verse effect on employment. And, from the employee's standpoint,
you don't want that tax to rise excessively at the low end of the
income scale to where it's a disincentive to work.

Representative HAMILTON. All right. Now, tax as a percentage of
income, according to these studies, has declined for the wealthiest 5
percent and risen for all the other groups, the poorest, the next to
poorest and the middle fifths of the population.

How do you react to that now?
Mr. DARMAN. I would like if I could, Mr. Chairman, to submit for

the record today actually our own and CEA's analysis of these
studies you are referring to, the CBO-Ways and Means study is
what I think you are referring to. We have an analysis of the same
data under the heading "Progressivity."

And, what our analysis suggests is that those studies seriously
overstate the changes for several reasons. The most significant I
may say, meaning not too much disrespect to the authors, is some-
thing you wouldn't accept in an eighth or ninth grade math class.
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They take little percentage changes and then compare the per-
centage change of the percentage change, or the percentage of apercentage. And, that's why you get these highly exaggerated
changes. That's one of the problems.

The other is, they carefully pick the base period-or so it wouldseem-to prove a point. If, for example, you change the base periodwv 1;77 ab opposed to i9UU, which is the base period they use, you
mP.t n diffPernt. rennrliminn.

If you were to include transfer payments, you would get an actu-ally reversed conclusion.
Representative HAMILTON. Well, the sum of what you are saying

to me, I think, is that you fundamentally disagree with the conclu-sions that say, in effect, that there has been a sharp increase inincome inequality?
Mr. DARMAN. Yes.
Representative HAMILTON. The study you made, of course, will bemade part of the record if you will submit that to us.
[The following study was subsequently supplied for the record:]
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SUMMARY

The staff of the House Ways and Means Committee recently prepared a
background paper, based on tables compiled by the Congressional Budget
Office (CBO), arguing that the U.S. tax system has become significantly more
regressive. A striking result of their study, however, is that high-income families
are bearing an increnuirig bive Us ii Uin idLA uuits. Aiu, i;-ma 4iudy iicw
numerous serious conceptual Problems and methodological flaws.

o An important method for analyzing fairness is to examine how much
of the overall tax burden is carried by each income class, rather than
tax rates. Even using the Ways and Means tables, despite their
flaws, the share of taxes paid by the highest Income qulntile of
the population is projected to rise between 1980 and 1990 for
every tax studied-social Insurance taxes, Individual Income
taxes, corporation Income taxes, and excise taxes.

- The share-paid by the highest income quintile of total Federal
taxes is projected to rise from 55.7 percent to 58.1 percent, and
of social insurance taxes from 38.9 percent to 41.4 percent.

- For other taxpayers the share of taxes is projected to fall for
nearly every other quintile and tax studied. The sole exception is
the share of excise taxes paid by the lowest income quintile,
which is projected to rise 0.3 percentage points, or roughly $5 per
household.

The Ways and Means staff study is incomplete by its nature:

o The study focuses only on taxes, ignoring Govemment transfer
payments. This incomplete view overlooks the highly progressive
nature of the Govemmenrs tax and transfer system as a whole. The
bottom 40 percent of households receive far more in income transfers
than they pay in taxes. The tax and transfer system increases the
share of income going to the lowest quintile by 3.7 percentage points,
and decreases the share of the highest quintile by 6.6 percentage
points.

o Increases in Social Security taxes are the primary source of the
alleged decrease in progressivity. Yet, even if one were to accept
the questionable Ways and Means assumption that workers pay the
employer part of the payroll tax, the Social Security program is highly
progressive. When taxes are netted against Social Security benefits,
Social Security is highly progressive, whether measured for any year,
across generations, or for any single generation of beneficiaries.
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o The United States relies far less on payroll and sales taxes than do
other large industrial nations. If the United States were to collect
taxes in the same manner as most of these other countries, the
distribution of income would probably become less equal.

The methodological flaws in the Ways and Means study include:

o The Ways and Means staff chose a poor base year--1980-for its
comparison. Largely as a result of inflation-induced bracket creep,
1980 had unusually high effective income tax rates, particularly on
middle and high income individuals. The tax rate reductions of the
1980s were partly a response to these unlegislated increases in tax
rates.

o The 1990 figures are estimates based on a projection. To arrive at
this projection, CBO had to estimate the effects of the dramatic Tax
Reform Act of 1986, since no data yet exist reflecting its full
implementation. A more accurate comparison would not extend
beyond the most recent year for which data are available (currently
1987).

o The study computes percent changes in effective tax rates that are
already expressed in percentage terms, a method that is well known
to be flawed because it places undue significance on small changes.
The Ways and Means study acknowledges this bias only when the
movement is toward Increased progressivity.

- For example, the effective excise tax rate for the top 5 percent of
the population is projected to have decreased 11.7 percent from
1980 to 1990, even though the rate is reported as 0.4 percent in
both years. The estimated effective tax rate must have changed
by only hundredths of a percentage point.

- In the same table, the effective individual income tax rate for the
lowest quintile is projected to fall from -0.4 to -1.5 percent. Using
the same questionable methodology this is a decrease of 275
percent, yet the Ways and-Means staff does not report it.



335

1

INTRODUCTION

Using tables prepared by the Congressional 8udget Office (CBO), the

staff of the House Ways and Means Committee has prepared a background

paper arguing that the U.S. tax system became significantly more regressive

during the 1980s. According to this study, the essential source of the reduced

progressivity was increases in payroll taxes for social insurance.

The study has many shortcomings that lead one to doubt the basic

conclusion. There are methodological flaws in the construction of the tables,

and even more in the interpretation of the tables by the Committee staff. The

study is too narrowly focused. It concentrates on changes in effective tax rates

despite the fact that their own tables show that the share of taxes paid by

higher income taxoavers rose in the 1980s while the share Paid by lower

income taxpayers fell. Most importantly, it fails to integrate Federal transfer

payments with Federal taxes. A complete analysis of how the Government

affects income distribution must consider the entire set of tax and transfer

programs. Any such analysis reveals that the full set of Federal Government

taxes and transfers is highly progressive and has remained so even as

increased incomes for retired Americans have moved Social Security recipients

higher on the income scale.



336

2

METHODOLOGICAL PROBLEMS
WITH THE WAYS AND MEANS STUDY

Base Year Choice

The first problem is that the base year chosen for comparison by the

Ways and Means staff, 1980, is a poor choice. Largely as a result of inflation-

induced bracket creep, 1980 had unusually high effective income tax rates,

particularly on middle and high income individuals. During the late 1970s, high

inflation overwhelmed the practice of legislating periodic inflation corrections to

the tax code. The result was increased tax rates for most taxpayers. From

1977 to 1981, the average marginal tax rate faced by individuals rose from 28.1

percent to 32.5 percent (using shares of adjusted gross income as weights).

Reflecting this bracket creep, average income taxes also rose. In fiscal year

1980, individual income taxes were 9.1 percent of GNP compared with 8.2

percent on average for fiscal years 1971 through 1979.

These increases in tax rates did not represent deliberate policy changes.

Indeed, these factors were a major impetus for the tax reforms of the 1980s.

Income tax rates were lowered in 1981 and inflation-indexed beginning in 1985

precisely to offset this bracket creep. In the 1986 Tax Reform Act, the

standard deduction and personal exemption were increased and 4.3 million low

income taxpayers were removed from the tax rolls.
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Mixing Fact with Projection

A second problem with the study is the mix of actual data with

projections concerning the future path of effective tax rates. The 1990 figures

cited in the Ways and Means tables are based on a forecast. Like most

economic forecasts, these are subject to uncertainty. This forecast, however, is

especially problematic. To produce the forecast, CBO estimated the effects of

the dramatic Tax Reform Act of 1986. There are, as yet, no data that reflect

full implementation of tax reform, so the forecast reflects a judgment of how the

reform will work out.

Correctly measuring the impact of the 1986 reform is particularly

important for judging the progressivity of the tax system. The reform made the

tax system more progressive by removing 4.3 million taxpayers from the tax

rolls, expanding the alternative minimum tax, and increasing the corporate tax

burden. The latter falls more heavily on upper income groups. The Ways and

Means tables show a shift towards more progressivity between 1985 and 1990,

but given the uncertainties, the shift could be larger or smaller than anticipated

in the tables.

It would be far preferable simply to restrict the analysis to actual data. If

it is desired to show how tax burdens have changed over a 10-year interval, it

would be better to compare 1977 with 1987-the most recent year with

complete data-than 1980 with projected 1990.
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Imoortance of Endpoints

The tables in the Ways and Means study show how sensitive

comparisons are to the choice of endpoints. Table 1 demonstrates that

between 1977 and 1980, as also between 1985 and 1990, taxes became more

progressive.

Identifyina the Rich

Another difficulty is that the highest income quintile is hardly 'super rich-

it begins at a family income of just $50,400. A finer breakdown of the upper
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income category would be needed to identify the taxes paid by those who
might be thought of as truly wealthy.

Quintile Income

1 st 0 to $10,370
2nd $10,370 to $20,530
3rd $20,530 to $32,580
4th $32,580 to $50,400
5th above $50,400

Source: CBO (1987)

Incidence Assumptions

In order to measure income and taxes paid, CBO must make
assumptions about the Incidence' of each tax and, in effect, allocate the taxes
paid to families' incomes. The most important incidence assumption in the
study is that aill payroll taxes are paid by workers. This assumption is the moot
source of much of the alleged change in progressivity. It is controversial. The
Social Security payroll tax is divided evenly between employees and employers,
with each paying one-half of the tax. CBO assumes that the employer half is
borne by employees in the form of lower wages. The employer component
could instead be borne by the businesses paying the tax-or capital more
generally-or passed on to consumers via higher prices. CBO itself estimates
that for any reasonable change in the incidence assumption, the effective tax
rate for higher income families would be raised. If the Social Security payroll
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tax were more progressive than shown in the tables, then the increase in

payroll taxes since 1977 would have contributed a much smaller reduction in

the progressivity of the tax system.

A second incidence issue concerns the corporation income tax. The

Ways and Means study allocates corporate income taxes equally to labor

earnings and capital income. Although much-debated, there is no firm

consensus on the incidence of the corporate income tax. Many people believe

that the tax is almost exclusively borne by shareholders of corporations, or by

owners of capital more generally. The use of this more standard assumption

would lead to increased progressivity of the tax system.

Percents of Percents

Another set of methodological issues concerns the presentation of the

results in the Ways and Means study. Computing percent changes in effective

tax rates (that are already expressed in percentage terms) places undue

significance on small changes. For example, the effective excise tax rate for

the top 5 percent of the population is shown to have decreased 11.7 percent

from 1980 to 1990, even though it was reported as 0.4 percent in both years.

The reported 11.7 percent decrease is highly misleading. In fact, the effective

tax rate must have changed by only hundredths of a percentage Doint.

In addition, these questionable methods are used selectively. In the

same table, the effective individual income tax rate for the lowest quintile falls
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from -0.4 to -1.5. Using the same questionable methodology, this is a

decrease of 275 percent. Instead of reporting this number, the Ways and

Means staff states, -since tne denominator ior this caicuiaiiun is very ciose to

zero, this figure is meaningless.' They fail to note that the denominator for the

calculated decline in the effective excise tax rate is just as close to zero.

A more conventional approach would simply compare percentage point

changes in effective tax rates (as in Table 1 of this report).

A Flawed Income Measure

Flaws in the measure of income used by CBO likely lead to an

understatement of the progressivity of the tax system each year (the effect on

the estimated change in progressivity between two years is uncertain). First,

the CBO measure does not include non-cash income, thus excluding such

important government transfers as Medicare, Medicaid, Food Stamps, and

public housing and employer-provided nonwage compensation such as health

and life insurance. Non-cash government transfers are heavily progressive.

Neglecting them leads to an understatement of low incomes, an overstatement

of effective tax rates for lower incomes, and biases the results against

progressivity.

In addition, the CBO measure of cash income excludes losses due to

partnerships and rentals--ostensibly to eliminate tax-induced paper losses, but

some real economic losses are excluded as well-leading to overstated higher
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incomes where these losses are concentrated. Further, the cash income

measure includes an imputed value for realized capital gains that suffers from

two problems. First, although realized capital gains are part of the tax base,

they bear little relation to the change in the value of assets, but rather reflect a

change in the composition of assets. A better way to measure income for this

purpose would be to allocate both corporate income taxes (as CBO does) and

retained corporate profits to households directly. Further, CBO imputes

realizations as a fixed share of national income, apparently to mitigate tax-

induced bunching of realizations. For the years in the tables, however,

realizations varied greatly as a share of national income without any changes in

the tax treatment of capital gains from the previous year. In these ways, the

CBO cash income likely overstates high incomes, understating the effective tax

rate, and again biases down the measured progressivity.

ALTERNATIVE WAYS OF VIEWING PROGRESSIVITY

Effective tax rates are difficult to measure correctly and are not the only

way or the best way to evaluate the fairness of the tax system. Indeed, one of

the main goals of the 1981 tax changes was to lower inefficiently high marginal

tax rates that were costing the Govemment revenue by encouraging high

income taxpayers to shelter their incomes to avoid taxes.
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Share of Taxes Paid

Another way to look at fairness is to examine how much of the overall

tax burden is carried by the different income classes. By this measure, the

tax system has become more progressive. Other tables in the Ways and

Means study show that the share of taxes paid by the highest income quintile

of the population is projected to rise between 1980 and 1990 for every tax

studied: individual income taxes, corporation income taxes, social insurance

taxes, and excise taxes. The share of total federal taxes paid by the highest

income quintile rose by 2.4 percentage points, while their share of social

insurance taxes rose by 2.5 percentage points (see Tables 2 and 3).

For other taxpayers, the share of taxes is projected to fall for nearly

every other quintile and tax studied. The sole exception is the share of excise

taxes paid by the lowest income quintile, which is projected to rise by a slight

0.3 percentage points, an increase of roughly $5 in 1990.

International Comoarisons

The attention devoted to payroll taxes in the U.S. tax structure may leave

the impression that payroll taxes are unusually high in the United States. In

fact, the United States relies far less on payroll and sales taxes to finance

Government programs than do other large industrialized nations except Japan

(see Table 4). If the United States were to collect taxes in the same manner
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LOOKNG ATTHE WHOLE PICTURE: TAXES AND TRANSFERS

The Ways and Means study not only has significant flaws in design and

execution, it is by nature incomplete. Its myopic focus on the tax system

ignores the highly progressive nature of the Government's tax and transfer

system taken as a whole.

Progressivitv of Social Securitv

When the overall structure of payroll taxes and benefits is examined,

Social Security is found to be one of the most progressive of Government

programs. Chart 1 shows the highly progressive nature of Social Security when

payroll taxes are netted against Social Security benefits. (The chart shows

taxes and benefits by income group, not taxes and benefits for individual
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families.) At any point in time, lower income groups receive much more back

in benefits than they pay out, while the reverse is true at the upper end of the

spectrum.

For individuals, as opposed to income groups, Social Security is also

progressive because low-income individuals receive proportionally more Social

Security benefits relative to their contributions than do high-income beneficiaries.

Also, historically Social Security has provided benefits that have permitted older

generations to share in the growth of real incomes occurring after their

retirement, producing a progressive impact across generations.

Growth of Government Transfers

The role of Government transfers extends far beyond Social Security.

Substantial growth in the size of Government transfer payments continued

during the 1980s, raising living standards of low-income families. As shown in

Chart 2, the real value of Federal transfer payments-both total and means-

tested--rose 28 percent between 1980 and 1989.

Overall Progressivity of Taxes and Transfers

The Federal tax and transfer system is highly progressive. The total

effect of taxes and transfers in 1987 was to reduce overall income inequality

substantially, as measured by the most commonly used index of income
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concentration. For the lowest quintile, taxes and transfers increased their share

of total cash and noncash income by 3.7 percentage points, from 1.0 percent to

4.7 percent (Table 5). For the top quintile, taxes and transfers reduced their

income share by 6.6 percentage points. While income and payroll taxes reduce

income inequality, Government transfers have produced the bulk of the

reduction in income inequality, again measured using the most common index

of income inequality.

While it would be useful to compare 1987 with earlier years to gauge

how the tax and transfer system has affected the income distribution over time,

data are not published in a comparable form for all noncash transfers in years

prior to 1986. Even if it were possible to extend the comparisons, year-to-year

variations in the measured progressivity of the tax and transfer system should

be viewed with caution. These changes are not necessarily the result of

changes in policy, but also reflect the influences of recessions, changing family

structures, inflation, and other factors. In general, in recent years, changes in

the distributional effect of the Federal Government tax and transfer system have

been negligible compared with the large, progressive nature of the basic system

itself.

29-868 0 - go - 12
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Mr. DARMAN. In fact, Mr. Chairman, the curious thing about
America is, I think, that if you look over a really extended period
of time, the whole postwar period, no matter what you do with tax
policy, the income distribution and differences tends to be relative-
ly constant.

And, an even more curious thing is this: Unlike most other soci-
eties where there is a high degree of stability-in other words, if
you are in a lower income level at the start of your life, that's
probably where you are at the end; and, if your parents were,
that's where you probably were in most countries-in ours, you
have tremendous fluidity. And, you have people moving way up
and other people who start up moving way down. And, you have all
kinds of tax and other policy changes going on.

And, if you look at it for a 50-year period, notwithstanding all of
this policy change and all of this upward and downward mobility,
the distribution by income class stays relatively constant.

Representative HAMILTON. Let me move on to some other topics.
I know you've indicated your desire to leave at 12 noon or a little
after, and I appreciate that.

And, you may know, we have the President coming up here
today for lunch for St. Patrick's Day.

Mr. DARMAN. Yes.
Representative HAMILTON. We have to be sure to be present for

that.
On your economic assumptions, the long-term Treasury rates

now have risen from a range of 7.8 to 7.9 percent in December to
around 8.5 percent recently. What does that do to your budget pro-
jections?

Even if that movement were reversed, won't the debt service cost
remain such higher because of the fact that we've already issued
some of the debt?

Mr. DARMAN. That's right. That's why I said that if you take into
account all the changes that have taken place since we submitted
the budget, it's a combination of factors including that that is es-
sentially irreversible.

In other words, if we bounced back in all other respects to our
same forecast, we would still pay a price for being wrong in the
last quarter.

Representative HAMILTON. Do you have any--
Mr. DARMAN. It's about $6.2 billion total.
Representative HAMILTON [continuing]. Judgment now as to what

the sum of all these factors are with respect to your budget projec-
tions?

Mr. DARMAN. No. I only can say that I think it's at a minimum.
If everything were to bounce back, it's at a minimum $6 billion. If
things went back smoothly, it's probably $15 billion negative. If
things turn out better than we forecast, obviously it would counter-
balance that.

Representative HAMILTON. You have--
Mr. DARMAN. I was just speaking not just to the interest rate

effect though, but the combination of the interest, inflation, and
the real growth.

Representative HAMILTON. You project higher growth than CBO.
You project higher growth than the Blue Chip consensus.
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But, you don't foresee higher inflation or higher interest rates
than they do or even much lower unemployment. So, you have this
unusual projection into the future, where you have a forecast for
real growth that differs rather sharply from CBO and from the
Blue Chip, but it doesn't seem, so far as your projections are con-
cerned, to have any consequences for inflation or interest rates.

1vir. DAKIVMAN. vVell, VI uuvurb, ill bLlt espeiili..e vI UllI: IVUV ',
we've had real growth rising and inflation and interest rates fall-
ing. And, people before thought that that wasn't likely to happen
in that combination.

Representative HAMILTON. You anticipate that same combination
to continue?

Mr. DARMAN. Well, could I clarify one thing, Mr. Chairman? Let
me make two quick comments.

One, we had this exact same discussion in July when we made
such a forecast. And, people said it was preposterous, and it turned
out we were exactly right.

Representative HAMILTON. On growth?
Mr. DARMAN. No, on all of these.
Representative HAMILTON. On all of them?
Mr. DARMAN. On all of them. They said-this is your exact ques-

tion.
Representative HAMILTON. Yes.
Mr. DARMAN. Your growth is higher than the Blue Chip. Your

interest rates are coming down faster, and your inflation is coming
down faster. How can that be?

And, it turned out that we were right on all of them and more
.right than anyone of the 52 Blue Chip economists. Now, I'm not
saying that's going to happen again.

This is my second point.
Representative HAMILTON. How did you do on the deficit projec-

tions?
Mr. DARMAN. That's what I was about to say. I think a good pro-

tion of our being right was luck. I am not about to claim that we
have macroeconomic scientific wisdom where the rest of the world
doesn't.

It's a highly fallible science, and there is an outstanding chance
that we and 51 of the 52 Blue Chip economists are going to be
wrong.

Representative HAMILTON. Your deficit projections were not so
good, were they? Or, have not been so good?

Mr. DARMAN. No. And, I would like to submit one other thing for
the record, Mr. Chairman, since I know we are running out of
time. But, I hope you find this interesting.

Representative HAMILTON. I hope you are not going to submit all
the materials in that folder? [Laughter.]

Mr. DARMAN. No. But, this is a chart that really-I take this lib-
erty only because I know you are a serious student of these things.

If you take a look at our forecasts and CBO's for any number of
variables-GNP, nominal, real, the deflator-I have it for all kinds
of other things-they all have the same pattern which is this: All
these little ilnes in here, the nonbold lines, those are 0M1B, CBO,
and Blue Chip. This big black line that wanders all over the place
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in entirely different directions from those lines, that's reality.
That's what reality did.

Now, consistently over the decade, the whole decade, we, CBO,
and Blue Chip were far closer to each other than to being right. I
mean, this is a very important point.

It is the flip side of the point that macroeconomic science is abso-
lutely, fundamentally fallible.

Representative HAMILTON. The charts, of course, will be made
part of the record, too. We will be glad to have any of those charts
that you want to submit to us.

[The charts follow:]
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Representative HAMILTON. Concerning your corporate profits
forecast, you've had a 13-percent decline in corporate profits tax re-
ceipts in the first 4 months of this fiscal year, 1990, compared with
the year earlier.

You have a very optimistic corporate profits tax.
Mr. DARMAN. I think it's too optimistic.
Representative HAMILTON. Too optimistic?
ivir. DJARMAN. I ihink so. Bui, that's my personal view and oDvi-

ousiv the Chnirmnn nf ('FA ha tn-vyoi lrnow enii Don'u. halA the
position I do about macroeconomic science, which is that it's funda-
mentally fallible, and then fight to the death over particular esti-
mates.

Representative HAMILTON. Now, let me read some editorials to
you. They are editorials that go to the point of the seriousness of
credibility of the budget.

I want to say at the outset that you can probably give me a
number of editorials with respect to the congressional budget as
well. What I don't want to get into here is you charging the Con-
gress with a phony budget and the Congress charging you with a
phony budget.

The point I want to make is more fundamental than that. I may
do some submitting for the record myself at this point.

The Philadelphia Inquirer: "It's a timid plan riddled with bogus
assumptions, financial gimmicks, false economies, wasteful spend-
ing."

Mr. DARMAN. What is the date of that, Mr. Chairman?
Representative HAMILTON. I don't have the date. I can furnish

you with it.
Mr. DARMAN. One thing, if I might note, which is not a criticism

of the Congress, I tend to find those dates are very close to January
29. And, we submitted a 1,600 page document and it's really amaz-
ing how quickly people can get through it.

Representative HAMILTON. Well, these are all plans with respect
to your budget. But, even that really does not go to the point I
want to make here in a moment. So, I will just continue to read
some of them if I may.

The Milwaukee Journal: "The President, like his predecessor, re-
sorts to transparent accounting gimmicks that should fool nobody.
The budget is misleading in so many ways that it may not be taken
very seriously by Congress."

The Chicago Tribune: "Its revenues seem to be mainly day-
dreams."

The Los Angeles Times: "The budget mentions by name one seri-
ous problem after another yet makes clear that most of them will
be around long after Washington spends the $1.23 trillion."

The Washington Post: You would anticipate this one, I'm sure.
"The President's budget has become less an effort to start the
annual debate than an effort to skip responsibility and make Con-
gress take the heat for any unpleasantness."

Business Week: "On paper, the budget would reduce the deficit
to $64 billion in 1991, but no one in Washington or Wall Street be-
lieves that."

The Baltimore Sun: "Mr. Darman is wrong, and he must know it,
when he claims his administration is serious."
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The Minneapolis Star and Tribune: "His $1.2 trillion proposal
relies on old gimmicks."

The Burlington, Vermont, Free Press, the same thing.
The Boston Globe: "The administration again buried the truth in

the fine print."
The Dallas Morning News: I've tried to cite newspapers that are

not just Democratic newspapers. I've brought them from all over.
"Many economists . . ." says the Dallas Morning News, "say hit-
ting the target will take tens of billions of dollars more in spending
cuts or tax increases than Mr. Bush says it will."

Now, my guess is you could write the same editorials with re-
spect to the congressional budget resolutions. The serious thing
here, it seems to me, is that a wide variety of opinion in this coun-
try, based on editorials-and that's only one judge of what opinion
is-but a very wide variety of opinion in this country doesn't take
your budget seriously and doesn't take the budget of the U.S. Con-
gress seriously.

And, so maybe the most serious consequence of all of these defi-
cits that we have run year after year after year, despite these mar-
velous projections we come out with, superb projections on those
fancy charts showing a steady decline in the deficit-the fact is the
deficit is pretty stable, $150 billion, 3 years in a row.

The key point is that we, you, I, all of us, have lost credibility.
And, maybe that's the most serious consequence of this long period
of deficits. We've lost credibility and we've lost public trust.

So when you and the President, and when the congressional com-
mittees, make what we think is a serious effort, nobody believes us.

First of all, do you think they are all wrong? How do you react to
those criticisms?

Mr. DARMAN. As you were reading, I was thinking I should not
ever run for office. There didn't seem to be much of a base of sup-
port out there. [Laughter.]

More seriously, I think that the issue of credibility is extremely
important. But, I would differ with you a little bit about the his-
tory.

The deficit has actually come down as a percent of GNP, which
is probably the most significant way to measure it. And, debt, as a
percent of GNP, has, in fact, stabilized, which is probably the most
sigificant way to look at that.

I'm not saying we don't have a problem. I take pains in that in-
troduction to say we have a large problem.

Representative HAMILTON. But, we are also sucking up a lot
more of the savings in the country.

Mr. DARMAN. And, part of the criticism of me that shows up in
those editorials and elsewhere is that I define a problem but don't
adequately address the solution of the problem. I think I can't
fairly be criticized for having failed to identify the problem.

In any case, what I think the credibility problem stems from
though, if you look at measures of public confidence in public offi-
cials is really a Vietnam and -Watergate phenomenon, that it's
starting right back then that you see this plummet in people's con-
fidence in their elected officials.
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And, the deficit really, and our treatment of it, is not that much
to blame. It's a serious problem for a democracy for all the obvious
reasons.

It's essential that the public be able to have confidence in its own
elected officials and institutions. And, I would like to use that as
one more reason to try to get something responsible done on this.
._n Trn, nn+ +'y-Ag tn baa it anidl

I'm just saying that I think the public's general lack of confi-
dence in all of us has been earned in more ways than just this one.
I think we have been fortunate over this period to have been-
some in the system-wrong about what would happen to economic
growth.

Starting in 1982, people were saying that if we didn't have the
major fiscal policy correction within the year, we would within a
year have a recession. And, of course, we are now about to enter
what may be the longest period of growth in America's history. We
are already at the second longest.

So, we were wrong in some favorable ways as well. My personal
judgment is--

Representative HAMILTON. What bothers me a little bit thus far
about your response is that you don't seem to be much worried
about it.

Mr. DARMAN. About which part? I am worried about the fact--
Representative HAMILTON. About the fact that nobody thinks we

are doing a credible job on the budget, that they all think we are
playing games with the budget. I'm not just talking about the ad-
ministration. I'm talking about both of us, the executive and the
Congress.

Mr. DARMAN. Right. It does bother me. And, I would like to see
us do what we all ought to do, which is get together, as my opening
statement suggests, on a bipartisan basis and do a comprehensive
job seriously.

And, as I've tried to suggest this morning, I think comprehensive
actually goes beyond Chairman Rostenkowski. And the only thing I
would say is, if we did that we would still not have public confi-
dence and respect unless the subsequent performance were consist-
ent with what we promised.

Representative HAMILTON. Well, one of the things that makes it
so difficult to put together a solution to the problem, it seems to
me, is that once we put it together I'm not sure people are going to
have any confidence in it because of this track record that I was
referring to.

I have come to the view that this credibility problem is one that
is very pervasive in government today. I agree with your observa-
tion that it probably began with Vietnam and Watergate and on
noneconomic matters.

But, I may disagree at this point. My sense is that the sense of
suspicion and cynicism and lack of public confidence and trust in
politicians generally and those who work on behalf of the President
and those who work on behalf of the Congress is very deep seated
now principally because of the wav we deal with the budget. That
has become a major part of it.
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The States complain a lot about mandates. They complain a lot
about mandates without commensurate funding from the Federal
Government.

How do you respond to that frequently heard criticism, particu-
larly in view of the fact, for example, that your national transpor-
tation policy would shift a very major portion of highway funding,
for example, to the States?

Mr. DARMAN. I think you have to be sympathetic to the States.
Another area in which they have complained tends to run in the
opposite direction of the sentiment in the Congress, for example,
and that's Medicaid.

In the case of Medicaid, the Governors feel extremely strong that
increased Federal benefits mandated upon the States, where the
States have to pick up 50 percent of the burden, are unfair to the
States. They are driven to tax increases in order to fund the prefer-
ence of the Federal level.

And, so having asked for an increase for certain benefits to 130
percent of the poverty level in Medicaid last year and the Congress
delivering 133 percent, we didn't go further this year in large
measure in response to the Governors' request on that issue.

On transportation, it's a little bit different issue. There is a very
big job to be done. And, the Federal contribution I believe will in-
crease but the Federal share may not.

And, because the job ahead is very large, the burden on States
and localities is going to be large, especially as we get beyond the
completion of the Interstate System and on to the question of
what's the continuing Federal role with respect to the Interstate
Highway System which has the burden of--

Representative HAMILTON. Do you see that burden being picked
up largely by the States?

Mr. DARMAN. No. I think that the Federal-of course, this has
all got to be reviewed in the course of the hearings that are going
on this year in reauthorization of the bill.

But, I express my personal view, which is that there will definite-
ly have to be a continuing Federal role in the maintenance of the
Interstate Highway System.

Representative HAMILTON. But, a declining role?
Mr. DARMAN. Well, here's the problem, sir.
Representative HAMILTON. Percentagewise anyway?
Mr. DARMAN. Yes, I think so for this reason, because something

unanticipated has happened with the Interstate Highway System.
And, that is that ring roads, which are technically part of the
Interstate Highway System, have become the principal local trans-
portation arteries.

And, the congestion problem on ring roads, which is enormous
and bothers a whole lot of people-a lot of the studies show it's 70
percent local traffic. And, why people in a rural area of America
should pay a high gasoline tax in order to reduce the congestion
for-say, me, when I take my child to a basketball game 2 miles up
the road but I take a 10-mile trip because it's faster, because I get
on the interstate, why they should subsidize that is not clear to me.

So, I think we have to have a shift for this special problem of
ring roads as part of the Interstate System where the localities
would have to pay more.
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Representative HAMILTON. You have 30 States now that are in
the position of cutting spending and raising taxes to solve their
budget problems. If you put this kind of a burden on them, you are
going to be putting an enormous additional burden on States, par-
ticularly tax burdens.

Mr. DARMAN. Well, we don't know-we haven't decided what size
the burden is. At least, I--

Representative HAMILTON. Yes, but it's going to be huge.
Mr. 0D5UL115 . tAJ t.. iUve ImIlaar'eauie.

Representative HAMILTON. Both things can be true.
Mr. DARMAN. Yes, that's true. But, I-but, it's-OK, maybe we

should leave it at that. It's certainly not going to be prohibitive.
Representative HAMILTON. On the Medicaid issue you mentioned

a moment ago, now that really is a sensitive one. There are these
service standards that the Federal Government, as I understand,
mandates the States to fulfill.

But, there is no commensurate increase in funding when the
costs go up. Can it be expected that Medicaid costs will continue to
rise rapidly?

And, if so, are we going to be sharing any of that burden? Or, are
the States going to have to pick that up, too?

Mr. DARMAN. Well, we do share the burden on average about 50
percent.

Representative HAMILTON. Yes.
Mr. DARMAN. But, unfortunately if we don't have a serious, as

yet unsatisfactorily defined, reform of our health care system,
health care costs are going to continue to rise faster than inflation
and faster than the economy. And that, over the long term, is not
sustainable for us or the States or anybody else.

I mean, somebody has to pay the costs somewhere, and it can't
continue to grow at 21/2 times the rate of growth of the economy,
which is what has been happening.

Representative HAMILTON. What is the administration working
on with regard to this problem of the uninsured on health care?

Mr. DARMAN. Well, we have, obviously, the report of the Pepper
Commission now which, as you know, did not propose to finance; it
just proposed to cover everybody essentially in the way that it's
done in Massachusetts.

We have a task force within HHS that has its own options under
review. We have a commission chaired by Deborah Steelman, but
it's an outside commission, that is also looking at the same ques-
tion.

I think it's scheduled to report in June. And, I think Secretary
Sullivan is scheduled to have his review completed by October.

So, in the course of this year we will have done our own analysis,
reviewed all the significant outside analyses, and have a more de-
finitive position available.

Representative HAMILTON. Does that mean that you would antici-
pate by the end of this year or early next year that the administra-
tion would come forward with significant proposals in health care?

Mr. DARMAN. I shouldn't prejudge that.
Obviously, we all know that as a matter of public policy we

would like to see increased coverage for the 30 million plus who
are not now insured. But, we want to do that in a way that (a) is
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financed and (b) doesn't itself contribute to further acceleration in
the cost of health care for everyone else.

And, that's a tough problem. Every time we have tried in the
past with a massive expansion, as you know, we've started out with
5 years of failure and sometimes 25 years.

Representative HAMILTON. Well, Mr. Darman, we still have a
large number of questions. You've been here a long time and have
other things to do.

What I would like to do is submit some written questions to you.
Mr. DARMAN. Thank you very much, Mr. Chairman. I would be

happy to respond.
Representative HAMILTON. And, I want you to go right back to

the office and draft that letter to me. [Laughter.] Thank you very
much for your testimony.

Mr. DARMAN. Thank you for having me.
*[Whereupon, at 12:05 p.m., the committee adjourned, subject to

the call of the Chair.]
[The following written questions were posed to OMB Director

Richard Darman by the committee, but he had not responded at
the time the hearing went to press. His responses may be obtained
from the committee when they are received.]
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.Afaith 20, 1990

WRITTEN QUESTIONS POSED TO HON. RICHARD DARMAN

1. Budget Targets and Budget Pocess

A. You have noted the anomalies that could be created by scoring "extraordi-
nary" RTC working capital as normal budget outlays (or offsetting receipts when the
assets are sold). What would be your view of an amendment to the Gramm-Rudman
deficit reduction law to exclude extraordinary working capital from the budget for
purposes of the sequestration trigger? If it would be impossible to define extraordi-
nary working capital unambiguously, what would be your view of excluding all RTC
transactions except interest?

B. You have referred to the need for reform in budgeting of credit programs.
What is your opinion of the Panetta proposal?

C. You suggested that one of your concerns about the Rostenkowski proposal
is the possible adverse effects on financial markets of the proposed repeal of
Gramm-Rudman. We understand that some financial analysts with major securities
traders believe that serious likelihood of enactment of the Rostenkowski plan as a
package would have a very favorable effect on bond prices, because of the direct and
explicit deficit reduction called for. Would you comment, please?

II. FY1991 Budget: Economic Assumptions and Deficit Reduction Pmposals

A. Administration officials have made a major point that their economic
forecast and projections assume implementation of all of their policy proposals.
Assuming that all of your proposals are implemented, how much of an effect could
they have, realistically, on economic expansion and other developments in 1990 and
early 1991?
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Questions z

B. Assuming that a major channel of this effect would be through interest
rates, it seems reasonable to compare the interest rate assumptions used for the
Budget with the expectations of analysts before the Budget was submitted (when
forecasters may have been extrapolating a policy much like last year's, and when the
capital market effects from Germany were not foreseen). Such a comparison with
the Blue Chip January consensus shows that the Administration's forecast for short-
term Treasury bill rates in 1991 is 1.8 percentage points lower than the consensus
and for long-term rates is about one percentage point lower than the consensus. This
difference seems to violate the well known rule of thumb frequently used in the mid-
1980s by former Federal Reserve Chairman Paul Volcker - that is, that $50 billion
of deficit reduction would lower interest rates by one percentage point. The
Administration's deficit reduction proposals do not reach the $50 billion level until
1993, and even then would be only about two-thirds as large relative to GNP as the
Volcker target for achieving a one percentage point reduction in interest rates. How
do you explain this discrepancy?

C. Achieving economic effects from the Administration's program quickly
requires that the program be credible and the legislative portion quickly enacted.
Yet you admit that some of the proposals are "politically difficult."

* How many of the deficit reducing measures in the budget have been
proposed before? What is the dollar total for these proposals?

* Do you believe that there is any greater chance of success this year in
achieving spending cuts and tax increases that have been proposed
unsuccessfully many times before and have received support from neither
party in the Congress -- the bipartisan nonstarters? If so, why?

* If not, what is the budget strategy behind making such proposals? Don't
they reduce the credibility of deficit reduction in the minds of the public?

ILI. FedeimLsmn or 'Budc Pairing?

A. The Budget notes "by almost any measure the extremes among the States
have narrowed. Those concerned about the segments of our population who have
been left behind need no longer turn to Washington as the only source of redress."
However, in Connecticut, per capita personal income in 1988 was 140 percent of the
U.S. average and in the District of Columbia it was 130 percent, while in Mississippi
it was 67 percent and in West Virginia it was 71 percent. In view of these disparities,
how realistic is it to expect State and local governments to pick up increasing burdens
for social services and maintenance of infrastructure?
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Questions 3

B. In the case of Medicaid, even a fixed matching rate with the federal
government leaves states under increasing burdens because of the rapidly rising costs.

the past, will raise patients' costs through changes in cost-sharing? If so,
should this be allowed to increase the Medicaid burden of States for
elderly who are eligible for both programs (it would without specific
legislation to reverse this effect)?

* Differences in State incomes that are allowed for in determining Medicaid
matching rates do not fully reflect the relative burdens that exist owing to
intra-State concentrations of poverty in some states and to geographical
concentrations of AIDS victims. What should the federal government do
about this problem?

C. In the case of transportation, the proposal to allow States to charge tolls
and user fees on national highways can most reasonably assist urban areas with high
local traffic congestion to finance an increased share of highway maintenance and
construction. For other areas, it seems likely that maintenance of the interstate
network with a larger state share of funding will merely substitute more state
borrowing for more federal borrowing and, ultimately, higher state fuel taxes for
higher federal taxes. Why is this efficient?

D. As a general matter, do you believe that State and local taxes have less
adverse effects on incentives and economic growth than federal taxes? How do your
views on this issue take into account the consequences of competition among States
to attract business, and the effects on the Nation when people take their education
and health status with them as they move around this mobile society?

EV The Budget and Investment

A. You have indicated that a major problem of the 1980s was not the Federal
Government deficits as such, but rather that they were not accompanied by increased
investment in productive capacity to service them. Why were there not sustainable
increases in investment -- other than increased foreign investment which, of course,
requires payment of the profits or interest to other countries?

B. Are the President's budget proposals really adequate to solve this problem?
Are the capital gains tax cut and Family Savings plan really likely to generate
substantial net increases in National saving, adequate to finance higher investment
at lower interest rates? Do you agree that higher saving and lower interest rates are
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Questons

necessary to achieve the income growth and deficit reduction that are projected in
the President's budget?

C. The Budget contains an analysis of saving and investment, including public
investment, that is a very important and commendable contribution to the dialogue
about National priorities. It is disturbing, however, that growth of nondefense public
investment, as implied in the table on page 39, merely keeps up with the GNP
growth that you expect in the near term. Do you believe this is satisfactory? If you
were to extend this table to cover the budget planning period, what growth rate (or
ratio to GNP) of public nondefense investment in R&D, human capital and physical
capital (excluding inventories) would be implied by the President's proposals?

D. Has the Administration done an overall saving and investment balance
consistent with its budget and economic projections? What are the ratios to GNP
of total private saving, and domestically financed private investment? How do these
compare, on average, to those of the past three decades?

V Farness

A. In your comments on the CBO/Ways and Means study you suggested that
the conclusions were significantly affected by the choice of base year. However, the
tables in the Committee print show both 1977 and 1980 as alternative base years.
From both of these years,

the share of pre-tax income going to the -highest quintile of families has
risen while the share of income going to all other quintiles has fallen. Is
this acceptable? Is this pattern likely to change? If so, why?

* the share of total federal taxes paid by the highest quintile of families has
risen, in percentage points, by only slightly more than half as much as the
rise in-their share of income received. Is this acceptable? Is it deliberate,
or desirable policy? If so, why?

B. Total Federal effective tax rates for the highest quintile of all families have
fallen from either 1977 or 1980, while the effective federal tax rates for the second
and third quintiles are up slightly.

* Is this acceptable? desirable?

* A frequently used defense for this pattern is the observation that the share
of Social Security payroll taxes in total federal revenues is rising but the
Social Security system as a whole (considering both benefits and taxes) is
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progressive. Is this defense valid when Social Security surpluses are being
used to finance deficits in the rest of the budget?

C. You have stated that you would like to see a flattening in the trajectory oftrans"Ca. payeemc--as a5 prcecct,; G :G.all Gudgc- c'=-las'. -.v ..u'!d yu PrMrOs: :accomplish this objective?

VI. Tax PoliUy

A. Capital gains tax cuts have a high priority in the President' policy agenda.
It is argued that they would enhance long-term investment incentives, shifting the
emphasis of investors away from quick turnover speculation. At the same time, it is
claimed that 'static" revenue estimates (assuming no increases in economic growth)
show a revenue gain because of faster realization of accrued gains - in some
instances, realization of gains that would have been held until death. How do you
explain this contradiction, with simultaneous assumptions of slower turnover of assets
and more rapid turnover of assets?

B. It is argued that the Family Savings Accounts will add to net national
saving -- that is, they will induce more private saving than they lose in revenue.

Can the Administration explain why taxpayers who are still allowed fully
deductible IRAs have apparently reduced their contributions? Does the
Administration believe that the new, nondeductible plan will be more
attractive to them? If not, who is expected to use the new accounts and
why would their overall saving be affected?

* Is it possible that an education program reminding the bulk of taxpayers
- who are eligible -- about deductible IRAs would be more effective and
much cheaper?

* Can the Administration justify the reintroduction of a saving incentive
when saving rates declined over virtually the entire period of universal
IRAs, and have increased since universal IRAs were restricted? How
much additional net saving can reasonably be expected from the Family
Savings Account, and how much of the shortfall of current savings relative
to the average of the 1960s and the 1970s would that replace?
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